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Part |. Papers Read at Annual Meeting 


The Basic Survey Course in Insurance 
By 
Davip A. Ivry, University of Connecticut 


The problem posed to us is the basic course in Insurance. In the few 
minutes allotted to me, I will. attempt to reflect our philosophy through a de- 
scription of our course as offered at the University of Connecticut. 


The School of Business Administration at our University concentrates its 
business courses in the junior and senior years. Our students during their first 
two years get an extensive liberal arts background. The only business course 
is a two semester program in Accounting. At the start of the junior year, 
students are offered the opportunity to major in a field of business such as 
“Marketing, Industrial Administration, Accounting, Finance, Insurance or Sec- 
retarial Studies. 


Our students, irrespective of major, are required to get some background 
in the various areas of business. This is done through a core curriculum, The 
basic insurance course is one of the core courses required of all students in the 
School of Business, By the same token, our insurance majors are required to 
take a survey course in the other areas of business concentration. Our course is 
also elected by many students in the College of Arts and Sciences, Home Eco- 
nomics, Engineering, and the other departments. We have ‘taught this course 
to as many as 700 students in one academic year with the average in the area 
of 5V0. It is a one-semester, three credit course. 


The course is basically taught from the consumer approach. The philoso- 
phy is to mold our students into more intelligent buyers of insurance. At the 
same time, we seek to create interest for a career in insurance and the pursuit 
of an insurance major in the School of Business. To me there is a greater thrill 
in teaching this first course than the advanced courses. Here you take students 
who know virtually nothing about this field and fifteen weeks later, you have the 
immense satisfaction of knowing that you have helped in educating a segment 
of the public in the basic fundamentals of this fascinating field. 


Let me structure, briefly, the contents of our course. The first three weeks 
we spend on introductory material, We discuss the hazards facing the individ- 
ual, the meaning of insurance, the services performed by insurance, the histori- 
cal development of insurance, the types of carriers and regulation of the insur- 
ance business, The next topic we discuss is life insurance which occupies the 
students’ attention for about four or five weeks. Then, a week on accident and 
sickness insurance is followed by four weeks on fire insurance and allied lines. 
The last portion of the term is devoted to inland marine, public liability, and 
automobile insurance. Of necessity, we must leave out such topics as Work- 
men’s Compensation, bonding, burglary insurance, etc., but these are discussed 
in other insurance courses, 


We have used the mass lecture-quiz section technique in organizing the 
course as well as the three-discussion-meetings-a-week system. Both have worked 


(5) 











6 Journal American Association University Teachers of Insurance 


out satisfactorily, although I lean to the latter for with the smaller groups, you 
ean get to know your students so much better. 


Our text book is ‘‘Insurance Principles and Practices’’ by Reigel and 
Miller. We have used this book ever since it was published and we are enthusi- 
astic about it. We think it is a challenging text, expertly written and packed 
full of vital information. Our students find it rugged, but they realize that this 
is insurance presented in a scholarly way. The summaries and questions at the 
end of each chapter are very helpful to the student. 


We have made use of the specimen policy kits made available to us by the 
trade associations. They are a tremendous help. We also give our students a 
glossary published by one of our Hartford companies. From time to time, we 
have brought speakers to the campus to speak to our insurance classes. For 
example, last semester, we had the insurance officer of the Hartford Veteran’s 
Administration speak on G. I. Insurance. We have, in the past, made a field trip 
to a company in Hartford and occasionally show movies appropriate to the 
subject. 


At Connecticut, we strongly believe in the ten-minute weekly quiz arrange- 
ment. We find this does so much to keep the student moving along systemati- 
cally and doing his work regularly. In addition to these quizzes, we give two 
hour-examinations and a final examination. With all of this information, we 
feel we can truly give the student an equitable grade at the end of the 
semester. 


In closing, I would like to say a few words about the role of the instructor. 
I think it is true of almost any course that the instructor can make or break 
the course. His enthusiasm. and personality are vital if he is to accomplish his 
mission. I believe it is of vital importance that we live our subject, believe in 
it deeply, and impart our zest to the students in the class. 














The Basic Survey Course in Insurance 
By 
Ratpo H. Wuerry, The Pennsylvania State College 


Mr. Chairman, members of the American Association of University Teach- 
ers of Insurance and their guests, the basic course in insurance at The Pennsyl- 
vania State College follows, figuratively speaking, the pattern outlined by the 
two previous speakers. The basic course ir insurance is required of all students 
majoring in business administration regardless of their field of specialization. 
Therefore, we have endeavored to teach the course as a terminal course in per- 
sonal insurance, However, in some phases of the material it seems impossible 
and unadvisable to circumvent the institutional approach but the personal 
approach predominates. We also have many non-business administration stu- 
dents enrolled. 


If our current thinking prevails, we will reserve at least one section of the 
basic course each semester for insurance majors. The insurance major at Penn 
State is required to have at least fifteen credits in insurance. Since he is re- 
quired to take specialized courses in the various fields of insurance, we hope to 
conduct this reserved section on the basis of the prerequisite approach rather 
than the terminal approach. The basic course is now divided into four (approxi- 
mately) equal parts. 


(1) The usual introductory features and social insurance. The social in- 
surance aspect is included in the first part in order to have available 
material that will permit the student to solve specific problems 
(mathematically) in the field of Old Age and Survivor’s Insurance 
in addition to Unemployment Insurance problems as they pertain to 
the Commonwealth of Pennsylvania. This has high personal appeal, 
especially if the student has had summer employment. Workmen’s 
Compensation is a part of a later section of the course. 


(2) Property Insurance and Bonding. The nature of the material in this 
section, especially in fire insurance, permits the student to solve prob- 
lems. Thus he becomes a vital part of the class since he can see on 
paper how coinsurance is handled, losses computed, and claims paid. 
Bonding receives relatively little attention uniess embezzlement be- 
comes a part of the local or state picture at the time the course is 
being taught. 


(3) Casualty and Marine Insurance. The problems used by the instruc- 
tor to arouse student interest are predominantly in the field of auto- 
mobile insurance. These problems seem very real to the student and 
relatively little motivation is required. Workmen’s Compensation and 
Accident and Health Insurance are a part of this section of the 
course, This decision is partly one of convenience on the part of our 
instructors. Marine insurance, especially the oceanic phase, receives 
very little attention. However, mest students are interested in inland 
marine at least to the extent of the wedding present floater. 
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(4) Life insurance. Servicemen’s life insurance is used to maintain the 
human interest thread of personal insurance. Programming problems 
permit us to continue this thread at the family level and keep the 
student active physically, as well as mentally awake (we hope). 


The grade of the student is based upon the composite score of three exami- 
nations of one hour each, six to eight written quizzes, and a comprehensive final 
that emphasizes life insurance since it is not covered by a separate hour exami- 
nation. The written quixzes consist of ten true and false questions, plus two 
discussion questions with a time limit of approximately fifteen minutes. Per- 
sonally, I believe the grading process is easier this way since each student has, 
with minor exceptions, found his academic level by the time of the final. 


We supplement the textbook (we are currently using Magee) with the kit 
of specimen insurance policies furnished by the Association of Casualty and 
Surety Companies; Institute of Life Insurance; and the Natioral Board of 
Fire Underwriters. We occasionally use films with special emphasis on those 
mentioned earlier (New York Life Insurance Company’s films on Programming 
and Business Insurance). No attempt is made to have representatives from the 
insurance industry address the students in the basic course. We encourage in- 
dustry representation in our specialized courses in insurance. 











The Basic Survey Course in Insurance 
By 
Wma. T. Beap.Es, Illinois Wesleyan University 


Previous speakers on this panel have demonstrated their qualifications for 
discussing the assigned subject by describing different features of the survey 
course in insurance on their respective campuses. It is rather embarrassing for 
me to have to qualify myself in this respect since we have no survey course 
in insurance on our campus, and, furthermore, because I do not believe in such 
courses. 


Not without considerable reason has the survey course come to be frowned 
upon in higher educaticnal circles, Granted that the problem is one of lan- 
guage, the word ‘‘survey’’ has too often come to represent a watered down 
presentation of standard courses which the student is expected to take later on. 
For that reason it would be better to call this course ‘‘ Introduction to In- 
surance. ’’ p 


Even so, I do not believe in the general introductory insurance course un- 
less it is a course in risk and risk bearing. My position on this matter is that, 
after the student has earned credit in the typical general insurance course, 
the usual property insurance course which he will take next is entirely too much 
of a duplication. One of the problems against which we must be on guard 
continually is that of having our work become the popular ‘‘snap’’ or ‘‘ pipe’’ 
course. That problem becomes a very real one when we attempt to go over, in 
the property insurance course, essentially the same material which the student 
has already covered in his introductory course. 


I ean think of only two reasons for having the survey course in insurance. 
One concerns the student who takes only one insurance course. If it is the 
survey, then it is true that he gets some knowledge of most of the different 
kinds of insurance coverages. If that is the only course he takes, he does come 
out with something of a balanced picture. 


The second reason for having this course usually relates to the advantages 
of having an introductory course which gives a birds-eye view of the whole field, 
to be followed by the specialized courses in property, life, and casualty insur- 
ance. In my opinion, the danger of having the following course in property 
insurance be nothing more than an extensive review of the same material which 
has already been covered, is most real. After all, when you study fire insurance 
in the general course and learn about friendly and unfriendly fires, about 
proximate cause, and study the one hundred and sixty-five lines, the chances 
are 100-1 that you are going to go over the same material in the later separate 
property insurance course. That’s not so bad in itself, but the chances are 
further that you'll cover essentially the same material to about the same degree. 


Because of these possible dangers, and they seem very real to me, I would 
rather not have this survey course at all. As to the student who is only going 
to take one course, I would far rather have him be exposed to the material 
in a good course in property insurance or one in life insurance even though 
he is not thereby becoming acquainted with the broad field. When it comes 
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to the one who is going to go ahead and take additional courses and perhaps 
major in insurance, then I urge that serious consideration be given to the atti- 
tude which that student is going to have toward the whole subject after he 
finds so much ‘‘re-hash’’ in his second and third courses. 


Let me hasten to state here that if these remarks do not apply to you and 
to your course, then I congratulate you most sincerely. 


As the only member of the panel representing a small college and a strictly 
liberal arts college, the rest of my remarks are pointed to that aspect of our 
problem. 


I assume that there is no question about the place of insurance courses in 
the curriculum of the school of business, But let me assure you that there are 
many questions about their place in the liberal arts college. The typical liberal 
arts faculty (at least many of its members) is very jealous of the traditional 
liberal arts lack of emphasis on how to earn a living and its emphasis on how 
to live. (Please don’t embarrass me by pointing out the obvious close rela- 
tionship between these two ideals, for I keep trying to do that with my own 
faculty.) 

At any rate, in the liberal arts college, the insurance course or courses 
must be justified on the basis of that traditional pattern. The procedure which 
I have followed in getting my colleagues to approve such courses is to empha- 
size the consumer aspects of the subject matter. If we can get our students 
to realize the multitudinous uses of insurance and can help them to become bet- 
ter buyers of insurance, then I think that we have accomplished our main goals. 
If, in the same process, some students come to realize the vast opportunities of 
a vocational nature in the insurance industry, that’s all to the good. 


In the absence of an introductry course in risk and risk bearing (remember 
that I’m talking about what we do and we do it this way because I’m con- 
vinced that it is best for us), then I want two separate three semester hour 
courses, one in life insurance and one in property insurance, the two courses 
making up a fuil year of work. , 

Probably the great majority of small liberal arts colleges will not even 
offer this much work, so as a matter of practical importance, I’m talking about 
both the introductory and all the rest of the insurance courses. Few small 
liberal arts colleges will offer more than this and most will not even offer that 
much. These courses may be offered in the business department or in the de- 
partment of economics and may count toward a major in either field. Seldom 
will the insurance courses be required for a major in a college such as mine. In 
general they are, and in my opinion should be, open, as electives, to any student 
in the college. In that event, they should have no specific course prerequisites. 
In our college we set up these courses as junior level work, open to any junior 
in the college without any other prerequisite. 

Other speakers have indicated the nature of their text preferences. Let me 
say that I am convinced of the desirability of the traditional approach which 
is indicated in the Magee or the Riegel texts in property insurance. For my 
first course in life insurance, my preference is for the Mehr or the Magee text. 
Like the other speakers, we make good use of the kits of policy forms in our 
property insurance course. I have never seen a similar kit for the life insur- 
ance course, Once or twice a semester in each course we use films, For the life 
insurance course we have found the films put out by the New York Life Insur- 
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ance Company to be most effective. The best film which we have used in prop- 
erty insurance is one from the Underwriters Laboratory. 


Although my approach is fundamentally different from that of the other 
speakers, it looks like we are trying to do essentially the same thing. While we 
do not offer the general survey course, I should add that the two courses which 
I have described in a little detail do not constitute the total of our offerings 
in insurance. 








Section 213 New York Insurance Law 
By 
Danie. J. Lyons, The Guardian Life Insurance Company 


I. Background. 


Section 213 of the New York Insurance Law places a limit on the total 
expenses of each mutual life insurance company doing business in New York. 
Within the total limit, there are inside limits on first year expenses, on com- 
missions, and, indirectly, on so called agency expenses. The inside limits apply 
also to stock companies but the total limit does not apply to such companies. 


The law applies to companies domiciled in New York and also to companies 
domiciled elsewhere which are licensed to do business in New York. it is appli- 
cable not only to expenses in connection with policies issued to New York resi- 
dents but to all of the insurance expenses of the companies. It is not, therefore, 
a statute of only local or state wide importance; its force is felt throughout the 
nation. 


The present Section 213 was derived from Section 97 of the Insurance 
Laws of 1909. The 1909 laws constituted a general revision of the Insurance 
Laws of 1892. Section 97 first appeared in these latter laws in 1906 as one 
among many sections added as a result of the Armstrong Iavestigation of 1905. 
The original content of Section 97 was a group of provisions limiting new busi- 
ness expense and total expense. 


An impressive feature of the history of Section 97 is the frequency with 
which amendments were made. Adequate consideration probably was not given 
at the time of enactment to all of the effects which could result from such a law. 
Nor is this surprising since the Armstrong Investigation took place in an atmos- 
phere highlighted by publicity and lasted only from September 6, 1905 to De- 
eember 30, 1905 or slightly over 3 months, and Section 97 went into effect April 
27, 1906. In the years following 1906 there was a more or less continuous 
process of approximation in adapting Section 97 to fulfill its purpose. About 
seventeen different amendments were enacted. The amendments, with the excep- 
tion of the 1929 revision, were not far reaching. 


Perhaps we should say a word about the 1929 revision. Basic weaknesses in 
the law were so apparent, in 1927, to the insurance companies and the State 
Insurance Department that the Superintendent of Insurance appointed a com- 
mittee to draft amendments to the law which the Superintendent hoped would 
be of such a nature that he could recommend them to the legislature. 


From the recommendations of the Committee came Section 213. The gen- 
eral outline of the law has not changed from 1929 to the present, although there 
have been six amendments. The underlying reasons for the 1929 revision were 
quite different from the reasons for the enactment of the original Section 97. 
Changing mortality experience, the tendency to reduce gross premiums and the 
inelasticity of the law in its application to different types of policies were 
the compelling reasons rather than the extravagance of the pre-1906 era. 
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For more than a decade following the revision of the law in 1929 business 
activity was at a relatively low level, prices were depressed and new business 
was only a modest percentage of total insurance in foree. The limits in the 
statute are based, in substantial part, on insurance in force so that during this 
period compliance with the law was not difficult for most companies with the 
possible exception of the small companies. It might be said that-for the last 20 
years the law has horne most heavily on the small companies, a result certainly 
not originally intended, since the activities of the large companies brought 
about enactment of the law in the first place. 


In the early 1940’s prices and wages started the upward spiral with which 
we are all familiar. At the same time the companies were writing a larger vol- 
ume of new business. The effect of these two developments was a substantial 
reduction in margins for a number of companies, The New York legislature 
recognized this problem in the 1948 amendment to Section 213 which provided 
for modification of the limit formulae through the year 1952. The modification 
of the formulae was made temporary pending a complete study of the entire 
statute. 


Il. What the Present Law Does. 


With this background let us now be more specific as to just what the law 
does, 
(a) It limits first year expenses and, within this limit, agency ex- 
penses. 
(b) It limits total expenses. (Mutual companies only.) 
(c) It limits commission rates. 
(d) It has further miscellaneous restrictive provisions. 


We will now discuss each of these limitations. 


A. How First Year Expenses Are Limited. 


The statute specifies that the following are to be considered as first 
year expenses. 


First year commissions on insurance and annuities. 


Sales compensation other than commissions chargeable to new 
business. 


Advances to agents. 


Salaries and expenses of home office persornel spending more than 
one-third of their time in the Field in connection with sales work. 
60% of the cost of advertising. The excess, if any, of all other 
agency expenses over the statutory limit thereafter. 


The limit for the above first year expenses isc computed acccrding 
to a formula, stated in the statute, based on first year premiums and 
volume of new paid business. There is an additional allowance for 
small companies. 


As stated above if field expenses exceed the st. ‘ory limit, the 
excess must be included as first year expenses in de’ ining if the 
company meets the limit on first year expenses. Agency expenses in- 
clude all renewal commissions, all expenses of branch offices and other 
miscellaneous field expenses. The statutory limit for these expenses is 
based on renewal premiums and volume of insurance in force. 
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B. How Total Expenses Are Limited. 


All company expenses, both home office and field, with the excep- 
tion of investment expenses and taxes, are limited by a formula based 
on new and renewal business. 


C. How Commission Rates Are Limited. 


Commission rates are limited by specific provisions in the statute 
which state maximum first year and renewal commission rates which 
may be paid. Thev are further limited in the aggregate in the section 
of the statute iumiting first year expenses. There is thus a double con- 
trol over commissions. 


D. Miscellaneous Restrictive Provisions. 


There are miscellaneous restrictive provisions in the statute rel 
tive to agreements to pay commissions, bonuses, prizes and so forth and 
loans and advances. 


You have probably concluded from this brief description that the nature of 
the controls tends to complicate the statute. A total expense limit applicable to 
a life insurance company is understandable and readily justified. The inside 
limits cause much confusion and dissatisfaction. Recently, I heard Jack Moor- 
head, Associate Actuary of the New England Mutual, illustrate the inside limits 
of the law by means of the family budget. 


Consider a husband who gives his wife $200 a month household allowance. 
This is the total limit. He then tells her that of this $200 she must not spend 
more than $10 for the beauty parlor, $10 for miscellaneous personal needs, and 
$20 for personal savings. The rest must be spent for food and home mainte- 
nance, otherwise, it is returned to the husband and cannot be spent at all. Sav- 
ing in one category of expense cannot be used in another except food and home 
maintenance. These are inside limits, much simpler, however, than those in the 
statute. 


Ill. Defects in the Law. 


The following are some of the criticisms of the statute made by those who 
have worked under it. These criticisms have been heard many times in the past. 
They were listed recently in the order given below by a special subcommittee of 
the Joint Committee working on this subject. 


Ezpense Limits 


1. Due to increases in the wage-price structure, all types of expense limita- 
tions provided for in Section 213 now provide insufficient margins for some 
companies in all size groups. 

2. The agency and total expense limits of the present Section 213 are in- 
creased by 50% for any company with less than $1,000,000 of life insurance 
in force, This percentage decreases as the amount of insurance in force in- 
creases, disappearing entirely for a company with more than $500,000,000 of 
life insurance in force. A $500,000,000 company—a small company by today’s 
standards—should have less restrictive expense limitations than those applying 
to much larger companies. 
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3. Too much weight is now assigned by present limit factors to existing 
business as compared to new business, with consequent advantage to most old 
and well established companies. 


4. No provision is made in the law for changes in economic conditions 
which cause changes in company margins beyond the control of management. 
Under conditions of increasing expenses, this might make necessary a series of 
‘*patehwork’’ amendments to the law. 


5. A comrany exceeding any of its limits in any one year due to unex- 
pected developments beyond its control is in violation of the law. A more rea- 
sonable arrangement would be to provide for a two or three year average in de- 
termining whether or not a violation has occurred. 


Agents’ Compensation 


6. Under present economic conditions, and taking into account the inclu- 
sion of the cost of security benefits, the commission limits may be too low to 
permit agents’ incomes to keep pace with those of the rest of the population. 


7. There is no present specific allowance in the law for compensating new 
agents while they are being trained. 


8. While a commission limit is provided for agents of salaried managers, 
there is no direct commission limitation in the case of agents supervised by gen- 
eral agents, As these two groups of agents have substentially the same duties, 
this distinction is a questionable feature of the law. There is also a difference 
of opinion as to the intent of the present law with respect to the payment of 
collection fees to agents. 


9. The present law imposes a limit that is contractural in form on renewal 
commissions, and an accounting limit on first year commissions applied to the 
total paid in a calendar year. Provision is made for increasing the renewal 
limit by lowering the first year limit, and, in some cases, for changes in the 
other direction. The language of these provisions is complicated and obscure, 
due in part to the difference between contractural and accounting limits. 


10. Because of the prevalence of some form of security benefits to agents 
and other payments or benefits in lieu of commissions, it is necessary at the 
present time for the Department to validate the compensation plans of most 
companies. Validation practices are not adequately recognized in the present 
law. 


11. A recently developed form of agent’s contract used by some companies 
accelerates the income of the new agent by the payment of ‘‘heaped’’ renewal 
commissions in the early years with a corresponding reduction in the renewals at 
the longer durations. Because the total payments to agents in any calendar 
year are now included in one of the limitations of the present law, some com- 
panies are unable to adopt such an agent’s contract without exceeding their 
annual accounting margins, even though the contractural limitations of the law 
could be met. 


12. Under Section 213-a, the earnings of agents from debit business are 
controlled only in total and by inclusion in the total of company expenses on 
debit business. There would seem to be no basic reason for this difference from 
Section 213 in method of approach. 
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Other 


13. Under the present law, the remuneration of a general agent is limited 
to commissions on business personally solicited by him plus overriding commis- 
sions and collection fees on the business of his agency. General agency com- 
panies wishing to develop new territory are hence greatly handicapped in secur- 
ing new general agents, as the business in force is not sufficient to provide an 
adequate starting income. New agencies could be started on a salaried manager 
basis, but this has not been found to be the most desirable method of operation 
by some companies. 


14. General agency companies can pay a 55% first year commissien to the 
agent only if the general agent gets no first-year overriding commission. 


15. The Department’s practice, based on the present law, of requiring 
detailed third party vouchers for reimbursement of agency expenses has been 
a source of difficulty in many general agency companies for a great many years. 
It is admittedly expensive to administer. This is the feature that causes the 
greatest resentment from the small companies since they feel that they are 
being discriminated against. 

16. In order to enter New York State, non-authorized companies must 
change all existing agents’ contracts to conform with Section 213. This is im- 
possible as a practical matter and therefore good companies operating outside 
of New York must continue to be excluded from doing business in New York. 


17. Many experienced insurance men have advised strongly against any 
plan to organize a new life insurance company in New York State. This opinion 
is unquestionably based in part on the provisions of Section 213. Undoubtedly 
a new company should receive additional relief under the law. 


IV. How should the Lew Be Changed. 


Most people who study the law carefuliy reach the conclusion that it should 
not be amended but rather should be completely rewritten. It has been amended 
a great many times and its language is now, in many places, obscure. Further 
amendments are likely to add further confusion. 


In any free society, those who are regulated by law have the right to de- 
mand that the laws be written so that they can be clearly understood by rea- 
sonably intelligent people. Prominent actuaries, and others, disagree as to the 
limit which the present law places on agents’ compensation. The agents them- 
selves do not know. If the State of New York chooses to limit the commission 
rates of agents throughout the country, has it not the duty to state the limit 
clearly and understandably? There are many other obscurities in the law. Lack 
of time prevents a discussion of them today. 


Before we can suggest a revision of the law, we must determine its purpose. 
It is generally agreed that the purpose of this law should be to control the ex- 
pense element of the cost of insurance for the New York policyholders of all 
companies authorized in New York. It should do this as simply as possible and 
should include only such provisions as are necessary to accomplish this purpose. 
Section 213 is not necessary to assure the solvency or to control the growth of 
life insnrance companies. There are other laws already on the books which 
accomplish these two objectives. 


How should the law control the expense element of the cost of insurance? 
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Obviously this control should be affected by means of one overall limit on total 
expenses. The formula for this limit should be fair and equitable for all com- 
panies. It is not easy to produce such a formula, but it can probably be done, 
at least well enough to be generally acceptable. 


There are those who say that one limit is not enough. You recall the illus- 
tration of the husband who gave his wife $200 for household expenses and then 
placed limits within the total. You may well reason that a husband has the 
right to limit the total amount his wife may spend and similarly that New York 
has the right to limit the total amount a life insurance company may spend 
since the life insurance business is admittedly a public trust. It seems to me 
that when a husband goes beyond the total limit he is managing the household, 
and as New York goes beyond the total limit it may be taking over functions of 
management in the insurance business. 


Those who argue for inside limits say that these are required to save the 
companies from themselves. They contend that commissions must be limited 
within the total limit because otherwise commission wars will result as they have 
in some other lines of the insurance business. They say that, except for the in- 
side limits, money will be spent unwisely to the detriment of the policyholders. 
They recall some of the abuses prevailing in the business from 1875 to 1900 
when there were no limits in the law. They completely overlook the fact that all 
business operates in a different climate today than in that era of great indus- 
trial expansion. 

While in theory only a total limit is needed to control the expense element 
in the cost of life insurance, we have to recognize the fact that life insurance 
companies have been operating with inside commission limits for a great many 
years. The removal of these limits might, for a time at least, create problems, 
as between companies. It may be, therefore, that some limit on agents’ commis- 
sions should be continued within the total limit. If this is done, the agents cer- 
tainly are right in demanding that the limit be clearly stated so that there will 
be no question as to what it is. 


It seems to me that the legislature of New York should give the life in- 
surance companies the opportunity to prove that they can operate satisfactorily 
and in the public interest under a simple law which seeks only to control the 
expense element in the cost of life insurance. Inside limits should be largely 
eliminated although as a practical matter a limit on agent’s commissions may 
be advisable. 


There are only two states which have expense limitation laws for life in- 
surance companies, namely New York and Wisconsin. Only New York has the 
inside limitations which have caused such wide spread dissatisfaction. By and 
large, I think it is fair to say that the dissatisfaction with the New York law 
results not because New York seeks to limit the expense element in the cost of 
insurance to the policyholders, but because it goes beyond this and operates 
in an area which should be reserved to management. In doing this it has created 
serious problems for general agency companies which for the most part are the 
small companies. This is the reason for the charge that the law discriminates 
against the small companies and favors the large companies. 














Revision of Section 213—A Major Life Insurance 
Problem 
By 
Spencer L. McCarry, C.L.U., 
New York State Association of Life Underwriters 


There are times when some of my friends back in New York State would 
revise the title assigned to this afternoon’s panel by changing the word 
‘*major’’ to ‘‘majority’’ so that it would read—‘‘ Revision of Section 213— 
A Majority of Your Life’s Problems.’’ It doesn’t seem quite that bad to your 
speaker today although it was in the spring of 1942—11 years ago—that the 
New York State Association of Life Underwriters began to point out the prob- 
lems that were arising under this limitation of expense section. It was explored 
for two days in that meeting, held at Saratoga, of General Agents and Mana- 
gers and Home Office Executives. The Actuary, who’ was Chairman of the 
Committee and is given credit for composing most of the 1929 amendments, 
wrote in 1943, ‘‘ Present limitations within the overall limits are perhaps ill- 
adapted to current conditions and some modifications in the law would be 
helpful.’’ . 


Mr. Lyon has given you the background of the law and some of the defects 
found there and so I am going to direct your attention for a few minutes not 
to the intrieacies of the law, but to the changes in the work of the agency 
forces which were not contemplated when the present structure of 213 was put 
together. 


Servicing of Business 


One of the major changes was servicing of business. In the year 1929 when 
the last comprehensive review of Section 213 took place the annual new life in- 
surance purchased was 17.8 billion. In 1951 it was 30.8 billion. 


In 1929 the new business came out of a background of five times as much 
life ‘‘insurance in force’’ as was being written. Last year there was almost 
ten times as much business on the books as was being written. 


The increased longevity of human life, plus the improved persistency of 
business, and the large new volume of insurance through these years have on 
the one hand been a favorable factor to the life insurance companies while on 
the other hand they have increased the responsibility of the agency force to take 
care of their old business. 

The accumulated business on the books in proportion to new sales made 
the agency force turn their attention toward service. 


Not only the business of the regular legal reserve life insurance companies 
but other forms of protection required our attention. For instance, in the year 
1929 all forms of Servicemen’s life insurance totaled about $3 billion dollars 
and had practically only one optional method of payment to the widow and 
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children. This caused the agent no problems for there was no choice of action. 
The veteran either hed it cr he did not. In 1951 there was $51 billion of life 
insurance on Servicemen, with 4 options in event of death to explain to the re- 
turning serviceman or his widow and family. In many cities in the United States 
the Red Cross Chapters recruited committees of life insurance men to help them 
with the families of veterans who needed vital information on their National 
Service Life Insurance. This afforded one of the finest opportunities for agents 
to contribute voluntarily their specialized knowledge to their community. 


Then, too, when the present formulas were made up on Section 213 there 
was no Social Security Act and thus no questions about it from our prospects. 
Now 89 million of our population are under the Act and the life underwriter 
making his daily calls is constantly asked to explain its provisions, Every new 
amendment starts more questions. 


A study by the L.I.A.M.A. in Baton Rouge, Louisiana recently confirmed 
that the people there expected information on Social Security from their life 
insurance agent. 


These are enough illustrations to indicate that the man in the field selling 
life insurance today is doing a different job from that which he was doing at 
the time the limits set out in Section 213 were envisioned. . 


Servicing of business was one problem that has developed under Section 
213. Here is another. 


Pensions for Agents 


There were probably quite literally only a few dozen formal pension plans 
in existence in 1906 when Section 213 was inaugurated. It is believed there 
were less than a thousand in 1929, Today there are nearly 19,000 formal plans 
with many millions of Americans covered. Not only does this further create 
the need of a simple explanation as a service to life insurance policyholders, 
but it turns the spot light on the agency forces where there was no provision 
made at the time Section 213 was drafted to allow the management of life 
insurance companies to provide for their own workers anything like the pen- 
sion rights Federal and State Governments and Industry have been offering 
_ young men entering those fields of work. 


Twenty three years ago when I was in college I know my professors at 
that time had no adequate college plans to help them retire. Since then some 
progress has been made in pensions for teachers but at least the college trustees 
did not have to reckon with a law when they were considering the adequacy of 
a proposed pension. 

As Life Insurance Management began to search for ways and means to 
provide some money for these two post-1929 developments—service to old pol- 
icyowners and pensions for their agents—it was natural that the pattern of 
limitation set up in an earlier era began to be strained and distorted. As mar- 
gins began to dwindle, awkward and improvised substitutions were submitted 
to the New York Insurance Department for approval and the almost dormant 
voucher system for agency expenses took on a new life. When the margins and 
allowances made up in 1929 were adequate for the business as it was then con- 
ducted—vouchers for expenses were used very little. When the business grew in 
size and began performing services not originally contemplated, then major 
problems arose. 
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In this connection Superintendent Alfred Bohlinger of the New York In- 
surance Department said in his monograph on this subject: 


**There has been some feeling in the business that a portion of the 
service fees which the law permits to be paid after the fifteenth year 
should be available for agents’ security benefits. If this were done, it 
would enable the companies to provide more adequate retirement bene- 
fits as well as various types of accident and health insurance not now 
available to agents. This argument is not without merit.’’ 


Before leaving this phase of the problem which has activated and accen- 
tuated the voucher system you will remember that all expense vouchers are 
brought under the close scrutiny of the Insurance Department. Their allow- 
ance or disallowance becomes a pretty vital part of managements’ decision to 
do a particular job or to forego it for lack of money. The Insurance Depart- 
ment has to be pretty careful to see that voucherable expenses are not con- 
verted to some form of compensation, To draw the line they must be almost a 
King Solomon. Let me illustrate it this way: If your college were to give you 
a contract to teach with a salary of $6,000 a year and you had to live in your 
own house off campus—but your classmate was offered a $5,500 salary with 
the promise the college would reimburse him for every rent receipt he turned 
in—would the rent receipts be part of his compensation or not? Vouchers are 
for legitimate expenses—not compensation. This will illustrate why the Insur- 
ance Department feels it must sit at the elbow of management; and also why 
you hear the charge—‘‘The New York Department is trying to rwn—not super- 
vise the life insurance business.’’ (An example: one company actually asked 
the department if it could contribute $100 to N.A.L.U. Memorial Building 
Fund! ) 


The supervision of the business and limitations on expense under Section 
213 has had a salutary effect upon life insurance. The Life Underwriters have 
been quoted many times on that. With New York State the only state that 
significantly controls expense items, it becomes increasingly important for that 
one source to be right in its decisions. Any applications of laws or rulings that 
do not permit the fullest development of the life insurance business can have 
a deleterious effect upon the public it seeks to serve whether that power is exer- 
cised by a political subdivision or by a corporation. This is not said as an 
indictment of this statute. We must be on guard not to let it stagnate. 


Whether or not this close supervision with its tight expense limit controls 
has been an undue restriction upon management of the 213 controlled com- 
panies, I don’t know. There may be other points of difference. It is a fact, 
however, that of all life insurance issued (exclusive of group and industrial) by 
U. 8. companies, the proportion of the total for Section 213’ controlled compan- 
ies has been steadily declining in the past 20 years. In 1931, 75% of the busi- 
ness was written by companies operating under Section 213. By 1941 the figure 
had dropped to 72% and the 1951 figures show that only 65% of this business 
was written by the Section 213 companies. 

The same trend will be found if you compare ‘‘ Insurance in force’’ or 
Premium Income. 

Probably the most frequently asked question about the revision is 


Why hasn’t the Increased Volume of New Life Insurance solved 
the problem of the General Agents and Managers and Agents? 
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A casual look would seem to indicate that when money is cheapened because 
of economic conditions the public buys twice as much life insurance. In the 
last decade sale of new life insurance has gone up from 8 billion to 20 billion 
dollars. It must follow then that the agents make twice as much money. 


Someorie else expresses it this way: ‘‘ After all you are selling dollars, and 
you are paid a percentage of the purchase price in commission, Why should 
you be treated differently from a refrigerator salesman or an automobile sales- 
man who also works on commission?’’ 


I spoke in some of my opening remarks of the point that our job has 
changed but, unlike civil service jobs, it has not been reclassified. In addition, 
the life insurance business is different from most businesses-and professions. 
When an auto is sold the purchase price does not include the yearly service. 
When an obstetrician delivers a baby his fee does not include bringing up the 
child. Two weeks after birth the pediatrician takes over. But when a life in- 
surance policy is bought—for the next 40 years it is expected to be serviced 
without additional charges, long after the commission has run out or the pre- 
miums have stopped. The price of cars has gone up and the number of cars 
sold has increased. The commission rate has remained the same. The price of 
life insurance is surprisingly constant but the service rendered in 1952 is 
vastly different from that given or expected in 1929. 


Let’s take a look at this volume question a little more specifically. The 
unit of life insurance is usually $1,000 face amount. From the point of view 
of the expense limitation law it makes a lot of difference just what kind of a 
$1,000 policy it is. 


It is not like wheat. A wheat activity curve of from 8 billion bushels to 18 
billion bushels is conclusive. Similarly, automobile sales jumping from 8 million 
to 18 million is indicative. 


My point is that the normal phraseology used by economists—whether 
bushels of produce, bales of cotton, carloads of lumber or tons of steel—has a 
measure of uniformity, but the expression, ‘‘ Billions of dollars’’ of new life 
insurance written must be more thoughtfully used. Because a billion dollars 
of ordinary life or endowment insurance is quite different from a billion dol- 
lars of term insurance. From the point of view of servicing a $1,000 policy, 
Section 213 might allow 60 cents to service $1,000 of term life insurance where 
there is $1.75 to service a $1,000 20 payment life policy. But the cost of serv- 
icing both is the same. 


Regular term plans, mortgage policies, family income policies and straight 
term insurance, in some instances, are running 4% to % of new issued life in- 
surance. I don’t want this to appear as minutia but this change in the nature 
of the life insurance unit alters surprisingly the agents’ ability to service this 
business. It has a double barrelled effect. An example will help illustrate. 

Suppose an agent ten years ago produced 1 million dollars of new life 
insurance: 


Prem. per M. Total Prem. Commission Gross Earnings Expense Income 
1,000,000 $30 $30,000 50% $15,000 20% $12,000 


Now he produces twice as much, but one half of it is in 
some form of family insurance, mortgage policy, etc. 
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1,000,000 $12 $12,000 25% $ 3,000 
1,000,000 30 30,000 50% 15,000 
$42,000 $18,000 30% $12,600 


So we find this hypothetical agent producing $2,000,000 of life insurance in 
the current market as against $1,000,000 a few years back but his income has 
changed from $12,000 to only $12,600. 


Figures are always subject to interpretation. You are not asked to accept 
these as typical. They do illustrate the problem. Just so that you won’t think 
I am being too hypothetical, I am told that last year there was an agent in 
New York State who wrote over a million dollars of life insurance but actually 
had an income of less than $5,000. The point I am trying to make is that mere 
life insurance sold in terms of billions of dollars of face amounts is meaning- 
less to a Section 213 discussion unless you take into account the character of 
new business produced. Was it term, group or life and endowment? 


Conclusion 


Now all of the foregoing may have served to point up in your minds why 
this problem of revising Section 213 of the New York Law can not be solved 
in the first ten minutes you think about it. But it is going to be solved. To 
accept a theorization that the Executives of the Life Insurance companies, 
representatives of the Life Underwriters, Senators and Assemblymen from the 
law making bodies, together with employees of the Insurance Department can- 
not find a solution; has-just never entered our minds. 


In our own agency, back in Albany, New York, we have the evidence of the 
full gamut of human reaction. The publicity given to the life insurance extrav- 
agances by the Armstrong Investigation was so lurid that one of our fine pro- 
ducers felt the life insurance business was a dead end street. There was no 
future in it. The faith of the American people had been destroyed and they 
would never regain their confidence in this business. So in the middle of his 
working life this agent gave up selling life insurance. His teen age son, twenty 
years later, who had watched his father get discouraged cut of the business, and 
quit, found in the life insurance business, in the same office, the same company, 
same community the challenge not only to start but to carry on for 23 years in 
a magnificent way. He is now one of the ten top producers in his company in 
the State of New York. 


In the years this boy was maturing in the business, the then leader in our 
agency was a man who started his life insurance career in the caldron of the 
Armstrong investigation. He is now over 80 years old—still writing business 
after a full life, a host of friends, traveling all over the United States to com- 
pany conventions because of his outstanding record. Now, as back there almost 
fifty years ago, when Section 213 got its birth, we find men who think the life 
insurance business is finished, washed up and done. Yet out of it comes a 
strong new generation that accomplishes even bigger thiugs. 


So then it was extravagances, now it is adjustment. When the new law 
is resolved it will be because able men have put their minds to it. We don’t 
have life insurance offices closing all over the country like some of our casualty 
confreres. Their problem is keeping their rates up to their losses. Last year’s 
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losses form this years rates and they are always a year behind. In the life 
insurance business it is Section 213—in other lines it is other problems. 


We have already noticed that the State Insurance Departments recognize 
problems that ten years ago were thought isolated exceptions. The Home Office 
executives have learned much about the problems we face. The Life Under- 
writer certainly has had to learn that a complex subject needs patience and 
understanding—but of one thing I am sure—a way to solve the problem will 
be found. For Life Insurance always meets the need. 











Automobile Insurance—A Major Property 
Insurance Problem 


By 


Mr. WiiuiAM L&sLir, 
National Bureau of Casualty Underwriters 


There are many facets to the automobile insurance problem. I shall not 
undertake to discuss such matters as compulsory automobile liability insurance, 
a system of compensation without regard to fault, safety responsibility laws, 
unsatisfied judgment funds, impoundment, and the like, even though they are 
of great current interest. Such subjects involve questions of social philosophy, 
public relations and legislation which, so far as stock companies are concerned, 
are handled by the Association of Casualty and Surety Companies. However, 
for reading matter in this field I would suggest two documents, one, the report 
of the Insurance Industry Committee on Motor Vehicle Accidents, and, two, the 
report recently adopted by the Association of the Bar of the City of New 
York on problems created by financially irresponsible motorists. The former 
ean be obtained from the Association of Casualty and Surety Companies, 60 
John Street, and the latter from the Association of the Bar of the City of 
New York, 42 West 44th Street, New York 18, N. Y. 


My talk to you today will be limited to the practical aspects of the existing 
insurance problem in connection with the furnishing of liability protection to 
automobile owners and operators. To a large extent it will be a rehash of what 
has already appeared in published statements and addresses given by members 
of the insurance industry. But it may be helpful to bring things up to date and 
tie them all together in one brief but comprehensive review. 


The underwriting losses sustained under automobile bodily injury and 
property, damage liability policies since the end of World War II have been 
extensively publicized. For stock companies the loss has exceeded $200,000,000, 
with the loss in 1951, alone, approximating $100,000,000. But it is not so 
well known, that for National Bureau company members the twenty year under- 
writing record from 1931 to 1950 inclusive resulted in a loss of 1.9% of earned 
premiums. Thus corrective measures are needed not only for the present emer- 
gency but also for the long pull. 


The effect of continuing rate inadequacy, with its concomitant of under- 
writing losses, affects not only the companies but also their producers and the 
insuring public. It causes a tight market situation with all of the hardships and 
dissatisfaction that are bound to follow. Agents lose their outlets for business 
and many automobile owners cannot obtain their insurance through normal 
channels. True, no risk need go without insurance because of the availability of 
assigned risk plans. But that method of obtaining insurance involves a certain 
amount of inconvenience and, in the eyes of many with clean driving records, 
a stigma in being obliged to resort to a Plan that was established to take care 
of truly undesirable risks. The growth in the number of risks subject to assign- 
ment has been terrific. For example, in the State of New York there were 2,806 
assigned risks in 1945 and 31,135 in 1951. For the first six months of 1952 
applications for assignment were received from 36,251 motorists. This would 
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indicate more than double the number of assigned risks in 1952 than in 1951. 


Recognizing that this large increase in the number of assigned risks is a 
result of the market situation, rather than an increase in risks with inherently 
bad past records, the assigned risk plans have been amended to permit so-called 
‘‘elean’’ risks to obtain insurance under the plan at normal rates as distin- 
guished from surcharged rates applicable to those with previous accident or 
conviction records. But there still remains the problem of limits of coverage. 
Companies to which risks are assigned are obligated to furnish only basic limits 
coverage. Many of these risks desire and feel the need for higher limits. There 
has been and still is agitation for some relief from this situation. If only the 
really undesirable risks were involved, there would be no justification for such 
agitation as the insurance provided satisfies the requirements of the safety re- 
sponsibility laws, which it must be assumed represents the state’s own evalua- 
tion of the amount of insurance that is necessary from a social standpoint. But 
when other types of risks are forced under the Plan, it becomes more difficult 
to say that adequate limits of liability to fit the financial status of the insured 
are unavailable. Theoretically, any company to which a risk is assigned, may 
issue higher limits but as a practical matter they seldom are willing to do so for 
an assigned risk. This is a major problem that at present has not been solved. 


Now, what are the underlying causes of rate inadequacy in this field of in- 
surance? First and foremost, has been the increase in average claim costs due to 
the impact of inflation. Taking the year 1941 as a base, average bodily injury 
paid claim costs were up 77.3% as of September 30, 1952, and average prop- 
erty damage claim costs were up 171.8%. Since 1946 this index of claim costs 
shows an average increase of 9 points a year for bodily injury and 15.5 for 
property damage. But the increase for the single year 1951 was 14.6 points for 
bodily injury and 31.5 for property damage. While 1952 to date does not show 
such a substantial increase as the year 1951, the fact that the upward trend has 
eontinued through each of the first three quarters of the year is significant. 
There is nothing in the present picture to indicate a leveling off in these claim 
costs in the foreseeable future. 


It should be obvious that under such conditions, rates that are based solely 
on past experience, however recent, are bound to be inadequate for the period 
in the future during which they are in effect. In consequence, it is essential to 
employ a projection factor that will measure the expected increase in cost over 
and above that indicated by the most recent past loss experience. The inherent 
difficulty in accomplishing this objective can be readily appreciated. Rates are 
subject to regulation by the several states and such regulation requires that 
information be furnished in support of such filings. During normal times, rate 
filings for established lines of insurance have been justified solely on the basis 
of past experience. In consequence, it was necessary to convince the state rate 
regulatory authorities that normal rate making procedures, used in the past, 
are inapplicable under existing conditions. 


In some quarters this was looked upon as a radical departure when first 
presented but it is gratifying to report that upon final analysis the principle 
has been accepted in the automobile liability rate revision of 1952 in all but 
two of the states in which the National Bureau has made rate filings. The 
Bureau’s filing was disapproved in Illinois and, under a subsequent disapproval 
type of law, a hearing is being held this week in Oklahoma on revised rates 
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which were promulgated on December 15, 1952, Three states in which the rates 
are made by the state authorities have not yet promulgated rates reflecting the 
projection principle. In Massachusetts this year, the Commissioner recognized 
the trend of claim costs in the compulsory bodily injury rates but only through 
the latest completed policy year, thus making no allowance for the anticipated 
further increase in the future. The P.D. rates, containing a projection factor, 
are likely to be the subject of a public hearing. Louisiana and Texas have not 
as yet had oceasion to revise rates since the projection principle was introduced 
in other jurisdictions and therefore their reaction to its acceptance is unknown 
at this time. 


During the year 1952, three separate measures were taken to place rates 
upon an adequate basis. First the charges for bodily injury excess limits cov- 
erage were increased in all states except Virginia. These charges are measured 
as percentages of the rates for basic limits and consequently automatically in- 
crease in terms of dollar charges as the basie limits rates increase. But the 
increase in excess limits losses due not only to the normal effect of inflation 
but also to the exceptionally high verdicts in court cases, made it necessary to 
take the additional step of increasing the percentages in the excess limits tables. 
For private passenger cars the new tables represent an increase of approxi- 
mately 36% and for commercial cars an increase of approximately 70%. These 
changes have become effective in all states except Virginia and except in Texas, 
Oklahoma and Indiana where increases approximating 100% were made in the 
tables for both private passenger and commercial cars. 


Second, the basic limits rates were adjusted to the level of costs expected 
to prevail during 1953.- This was accomplished in two steps. First, the policy 
year experience, which is reported in detail by territory and class, was converted 
to the level of current costs by applying trend factors developed from a com- 
parison of calendar year loss ratios through 1951. To this there was then 
applied a projection factor based upon the trend of past average paid claim 
costs designed to reflect the probable increase in such costs to the midpoint of 
1953. Both the trend and projection factors were based primarily upon each 
state’s own experience with certain maximum limitations to avoid inconsisten- 
cies, particularly in states with relative small volumes of experience. 


Thirdly, it was proposed to increase the then existing margin of 2.5% for 
underwriting profit and contingencies to 5%. This is a step which looks more 
to the long pull than it does to the immediate emergency. In the brief which 
was filed by the National Bureau of Casualty Underwriters with the National 
Association of Insurance Commissioners at its June, 1952, meeting in Chicago, 
it was pointed out that a margin for contingencies is an essential element in 
ratemaking. The same point was stressed by Prof. Blanchard in a recent speech. 
Furthermore, the Bureau brief argued, and we hope persuasively, that even 
should no contingencies arise and the entire 5% be actually realized as an un- 
derwriting profit, it would still constitute a very modest reward for the exposure 
of capital funds in the conduct of a risk business. Additionally, it was pointed 
out that under today’s tax laws, the net, after taxes, is but slightly more than 
was realizable from the 2.5% when it was originally adopted. 

A report of 2 subcommittee of the National Association of Insurance Com- 
missioners recommending a 3.5% margin was not adopted at the June meeting 
but the item was carried on the agenda for further study by the subcommittee. 
At the recent December meeting a report of the subcommitiee, reiterating its 
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previous recommendation, was received by the present Casualty and Surety Com- 
mittee for the record but with the statement that this did not constitute an 
endorsement and the subcommittee was discharged. 


It is again gratifying to report that despite the subcommittee’s recommen- 
dation for 344% and despite the fact that the matter was still pending before 
the NAIC, 34 states have approved the use of 5% in filings made by the Na- 
tional Bureau, either for automobile liability or OL & T, or both. Now that the 
matter is no longer pending before the NAIC and it is clearly understood that 
it is one for individual state determination, we look forward to its acceptance 
in many additional states as future filings are made. 


The combined countrywide effect of rate changes which have become effec- 
tive in 1951 and 1952, as the result of action by the National Bureau, is calcu- 
lated to represent a rate level increase of 31.8% for all types of cars for bodily 
injury and property damage combined. The continued poor showing in state- 
ment figures reported by the companies can be charged primarily to the delayed 
impact of these rate increases upon premiums being earned currently. For 
example, the automobile bodily injury and property damage premiums earned 
in 1951 reflect an increase of only 1% as a result of the rate revisions which 
became effective during that year. The premiums earned in 1952 will reflect an 
increase of 13% as a result of the 1951 and 1952 revisions. Even in 1953 the 
earned premiums will not reflect the full 31.8% increase but only an increase 
of 28.6%. 


If the ultimate effect of these rate changes is used to adjust current loss 
experience to the present rate level, the resulting adjusted loss ratios are only 
slightly below the permissible and the fact that they still show an upward trend 
on such adjusted basis makes it necessary to watch the situation very carefully. 
While the rate situation has been very materially improved it is clear that if 
the spiral of rising claim costs does not level off, it will be necessary to pitch 
rates at still higher levels. 


Up to this point, I have made no mention of claim frequency and its effect 
upon rate levels. Under our ratemaking procedure the use of calendar year loss 
ratio trends to reach a current cost level brings into the picture both claim 
frequency and claim cost trends. In other words, such current cost level reflects 
current conditions as respects both of these elements. Of the two, claim fre- 
quency has been relatively stable during the past few years and therefore the 
projection factor to reflect anticipated future conditions has been limited to 
that based upon claim cost trends. But this does not mean to say that claim 
frequency should be forgotten just because we are so absorbed with the ill 
effects of rising claim costs. Without accidents there wouldn’t be claims, and 
without claims there wouldn’t be claim costs to be affected by inflation. The 
battle to reduce accidents on the highways must continue unabated and to the 
extent that the result is a decrease in claim frequency, it will help to offset the 
effect of rising claim costs on rate levels. 


Some people have expressed concern over the possibility that the rate in- 
creases that have been made effective may price our companies out of the mar- 
ket. When all of the facts are considered, there appears to be no justification 
for such concern. Since 1938, private passenger bodily injury rates of the Na- 
tional Bureau have risen 18.6% on the average for the country as a whole, ex- 
clusive of Massachusetts. The corresponding figure for private passenger prop- 
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erty damage is 154%. During the same period, the cost of medical care includ- 
ing drugs, rose 61.5% and hospital rates rose 177.8%. Since 1941 the Consumer 
Price Index has risen 81.6%. During the same period the cost of popular priced 
automobiles has more than doubled and parts and labor costs in making repairs 
have kept pace. Thus it will be noted that, despite the very sizeable rate in- 
creases that have been made during the past two years, the increase above the 
rate level of 1938 is appreciably less than increases in other elements of our 
economy that have a direct bearing upon loss costs. Let up hope that whatever 
the future may brinz forth in the matter of further increases in claim costs, 
we will still be able to maintain this favorable comparison. 











High Verdicts — The Inside Story 


( An eye-witness report of the presentation made by 


J. M. Breen, Director, Mutual Insurance Institute) 

The din of voices in the meeting room fell to a murmur as the lawyer 
entered. Under his arm was a long, irregularly shaped package which he 
carried to the front of the room and placed conspicuously and with utmost 
care on the counsel table. 

The time was December 29, 1952; the place, the annual meeting in Chieago 
of the American Association of University Teachers of Insurance. The mem- 
bers had diseovered as they took their seats that the meeting room was set up 
to resemble a courtroom. The speaker’s area was flooded with light. A judge, 
gavel in hand, looked down from his bench. A bailiff stood to one side, On 
the left was a tall cabinet and toward the center, a table. On the right, side 
by side, were two blackboards. 

The members of the association sat as a jury. Part of a personal injury 
trial was about to be re-enacted before them. A fellow member, J. M. Breen, 
was to sum up his client’s case with the use of ‘‘demonstrative’’ evidence, the 
technique responsible for the startlingly large personal injury verdicts of the 
past few years. 

As the meeting opened, the jury had presumably already heard the testi- 
mony of the injured man, the surgeon and the witnesses to the accident. The 
plaintiff’s damages were listed on two blackboards in chalk of various colors. 


Over Quarter Million Dollars Asked 


The lawyer’s first words as he turned to the jury were to recall the sum 
he was asking for his client’s injuries. There had been much whispered com- 
ment earlier when he had written the figures $270,000.00, in red chalk, in large 
clear numbers on the blackboard. 

Now he jabbed at the figures on the board to give them greater emphasis 
and to keep them fixed in the minds of the jurors, They had been looking at 
the staggering sum so long its size no longer shocked them. The lawyer’s 
strategy was taking effect. 


Unable to Work Again 


One at a time, he discussed the other items on the board in the order in 
which they were listed. 

When he referred to Merrill’s occupation, he recalled for the jury that 
never again would Merrill be able to work at his trade. Yet it was the only 
work he knew and the only work for which he was fitted. His words implied 
that the only thing standing between Merrill and a lifetime of eking out an 
existence with a tin cup or an apple stand, was for the jurors to open their 
hearts wide and be generous in their verdict. 


Life Expectancy 
Merrill’s life expectancy figure, he explained, was based on actuarial 


tables of life insurance companies. He would have more to say later about the 
relation between Merrill’s life expectancy and his lost wages. 
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Dependency 
In discussing his client’s injuries, the lawyer made frequent references 
to Merrill’s wife and two dependent children. He stressed the ages of the 
children, only 2 and 5, to impress the jurors with the many years they would 
continue to be dependent. 
Occasionally during pauses he would shift the large package to the other 
side of the counsel table. 


Pre-Trial Special Damages 

The plaintiff’s special damages up to the time of the trial had been heavy. 
Medical expenses alone were $6,000.00 — really not such a big sum at that, 
the lawyer pointed out, considering the serious surgery Merrill had undergone. 
There was the amputatio. of his leg and the delicate brain surgery when the 
surgeons probed for bore fragments left by the deep decompression skull 
fracture. 

As he went over each item of the medical expenses, which were written in 
green chalk, he spoke movingly of such surgical details as the lifting of the 
jagged bone fragments from the delicate brain tissue. He was rewarded by 
the rapt and sympathetic attention of the jurors. 


Lost Wages — Before Trial 


Turning to the board the lawyer pointed to lost wages before trial. He 
told them again that Merrill had already been off work for 12 months. His 
average monthly salary of $350 meant he had already lost $4,200.00. 

Before continuing down the list, he again moved the bulky package to a 
new position. 


Pain and Suffering and Embarrassment — Before Trial 


The lawyer passed from lost wages to two items which had caused a stir 
among the jurors when he had first written them on the board; pre-trial pain 
and suffering, and pr«-trial embarrassment. He did not explain at this point 
how the figure of $1,800.00 had been arrived at, but he spoke vividly of the 
suffering the plaintiff had testified to having endured since the accident. 

‘*Embarrassment’’ seemed to have caused some wonder when it had first 
appeared. The looks of inquiry the jurors had exchanged were probably 
prompted more by the novelty of including such an item than by the amount 
asked for — only $450. This amount, the lawyer explained, represented $1 a 
day for the twelve months since the accident. The jurors’ quiet attention 
seemed to indicate that they now found the idea quite acceptable. 


Post-Trial Continuing Damages 


**Remember,’’ said Breen, gesturing toward the next item, Loss of Future 
Earnings, ‘‘my client was earning $350 a month when he suffered these 
hideous injuries which cut him off in his prime and permanently reduced him to 
a semi-invalid. Thirty years of life lie ahead of him—thirty years during 
which he will be unable to fend for himself and his family. 

‘*You will not dispute, I’m sure, that Merrill could reasonably anticipate 
an increase in his earnings over the years. He’s only a young man. But he 
has geaerously foregone any claim for these increases in computing his loss 
of future earnings. In spite of the fact that Merrill will never again be able 
to work at his trade, he claims a loss of only $350 a month for 456 months — 
a total of $159,600.00.’’ 











32 Journal American Association University Teachers of Insurance 


The attorney picked up the package from the table, tucked it under his 
arm and continued talking. 


Pain and Suffering 


‘*Merrill will suffer pain constantly from now until the day he dies, You 
heard the medical testimony. You heard the eminent surgeons say that it is 
not uncommon in this type of leg amputation for a nerve ending to be im- 
pinged. Even surgery cannot bring relief.’’ 

As he spoke, he stepped over to one of the exhibits which hung on the 
wall and pulled a string. A colored anatomical chart unrolled with a snap. 
It showed the human nervous system. With the package still clutched under 
his arm, Breen pointed to an area on the chart. 

‘*Though his lower leg is gone,’’ he said, ‘‘Frank Merrill feels pain 
through this nerve. It’s the pain of a crushing blow —a phenomenon peculiar 
to leg amputations.’’ 

Leaving the chart, he placed himself squarely in front of the jury. 

**Let’s look at Frank Merrill’s new leg,’’ he said as he took the package 
from under his arm and began, with great deliberation, to unwrap it. The 
courtroom was stilled. An air of suspense filled the room and all eyes 
fastened upon the object slowly emerging from the mass of yellow wrapping 
paper. It finally revealed itself as an artificial leg. 

He handed the leg to a juror at one end of the front row. ‘‘ Feel its soft 
texture,’’ he urged. ‘‘ Much like your own leg, isn’t it? You can almost feel 
the blood coursing through its veins.’’ 

Pointing to the knee, he continued, ‘‘See this noiseless, smoothly working 
knee joint. Look at this slot at the joint where the tension can be controlled 
by inserting this key. See the ingenious harness that helps the rest of his body 
take some of his weight off the stump of his leg. I’m amazed at the ingenuity 
of its design.’’ 

‘*But,’’ he said, dropping his voice, ‘‘ would you trade your flesh and blood 
leg for this marvel of medical engineering?’’ 

The leg was handed back to him, and the counselor laid it on the table, 
in full view of the jury. The sympathetic expressions on the faces of the 
jurors showed that his point had been made, 

Walking over to the metal cabinet, he continued in a matter of fact tone, 
**Frank Merrill’s skull was fractured. That’s what gives him those throbbing 
headaches he now has — and always will have for the rest of his life.’’ 

**Tust what is the human skull?’’ he asked. ‘‘ Let’s take a look and see,’’ 
he suggested, swinging wide the door of the metal cabinet. Inside was a 
human skeleton, which he-slid out on the track from which it hung. Cupping 
the skull in one hand, he continued, ‘‘ You see, it’s like a box — but a very 
wel: constructed box, because it has such an important job to do. It has to 
protect the most delicate organ in the human body — the brain. It’s the brain 
that makes you a human being and not a brute animal. It’s the seat of a man’s 
intelligence and reasoning power. Yet, it’s so delicate and sensitive that it 
can very easily be damaged. To shield it from harm, nature encased it in this 
bony box.’’ 

The lawyer let his hand fall. ‘‘But the box is sometimes broken and 
cracked. When this happens, this delicate organ can’t avoid being damaged.’’ 

‘*In my client’s case, the box was not only broken, but shattered. It was 
necessary for the surgeon to enter the brain cavity with his instruments, and 
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ever so carefully lift out the bone fragments,’’ the lawyer said, as he held the 
skull with one hand and gestured with the other to simulate the surgeon’s hand 
with scalpel. 

‘*That the surgeon did a masterful job is seen by reason of my client’s 
presence here today. And I compliment the doctor on his amazing skill.’’ 

‘*But his masterful skill was not enough to remove ali of the damage. 
That’s why Frank Merrill has constant pulsating pains in his head—and will 
continue to have them for the rest of his life.’’ 

With these words, the lawyer left the skeleton and stepped to the black- 
board. He drew a long unbroken line. ‘‘ This line,’’ he said ‘‘is like his pain. 
It goes on without a break. It is uninterrupted. The pain will be with him 
minute afier minute, hour after hour, throughout the years, for the rest of 
his life.’’ 

‘*Think back to the last time you suffered a severe pain—a piercing 
toothache or just a sprained ankle. Would you take $5 to endure willingly 
just one hour of that pain?’’ 

‘*But I’m not asking you to give my client $5 an hour for the pain he 
will suffer for the rest of his life — although I could reasonably do so. All 
I am asking for is $5 a day. Merrill will have to endure this pain for 13,870 
days, so I am asking you for only $69,350.00 for his pain and suffering.’’ 


Embarrassment 


The counsel strode, head lowered, to a position directly in front of the 
farthest blackboard. Then he wheeled quickly and faced the jury. 

**Would you like to hobble around on one leg for the rest of your life?’’ 
he asked quietly, ‘‘and catch people in unguarded moments staring at you? 
Would you like to overhear them asking questions — embarrassing questions? 
Would you be willing to suffer this for only $1 a day? Yet the sum of $13,870 
I’m asking for my client is only $1 a day for 38 years of embarrassment.’’ 


Ridicule 

He walked slowly to the table as he continued to address the jury. ‘‘Some 
folks are not very kind. A few are even cruel—cruel enough to ridicule a 
cripple. It may be done half good-naturedly at times, but even so it hurts and 
it euts deeply. I’m asking only $1 a day for the 38 years he will have to 
undergo this ridicule, or $13,870.’’ 

**So,’’ he continued, returning to the blackboard, ‘‘here is the total sum 
Frank Merrill is asking for,’’ and wrote in blue chalk: 


Pre-Trial Damages 


ere a er tbo. pr an) $ 6,000 
ee err ee ee ere 4,200 
Pain and suffering—pre-trial..............eeeeee- 1,800 
Embarrassment—pre-trial . . . ......ccceecceeeees 450 


Continuing Damages 


eek I, BR GN a caries dies 5c dckncdcevssces 159,600 
Pain and suffering for rest of life................ 69,350 
TERRDOAPURIOMIOE 6. ooo. Se cccwccwacesesccsevesse 13,870 


ES 5.5 Spc corsccduvesabstpeccubagdctngesen 13,870 


Total $269,140 
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‘*The sum is little enough to compensate Frank Merrill for the awful fate 
that has befalien him—the fate with which he must live for the thirty-eight 
years of life he has remaining.’’ 

**T ask you to ease his lot, try to make him whole once again in the only 
way the law knows—as feeble a way as that may be—by giving him the sum 
he now asks you for.’’ 

Dropping his role of trial lawyer, Breen explained that he hoped this 
presentation would cause his hearers to ask themselves several questions. How 
emotional should a lawyer be permitted to be in appealing to jurors? Can 
our present insurance rate structure survive verdicts of this size? If it can’t, 
how much must rates be increased? Can car owners afford to pay the higher 
rates? Do verdicts of this size represent the true value of such cases? 

If rates become unbearably high for car owners, will we see a swing to a 
type of law which will put automobile cases on a basis similar to workmen’s 
compensation? If so, it may kill the goose that laid the golden egg for this 
type of plaintiff’s lawyer. 

In conclusion, he cited the following cases to illustrate the magnitude of 
some recent verdicts. 

$255,360 — Florida — back injury 
Robinson V. Florida Power & Light Co., 
Dade Cireuit Court, Florida, July, 1952 
$300,000 — Florida — traumatie amputation of leg 
Wilson V. Allied Chemical & Dye Corp., 
Florida, January 16, 1952; 9 NACCA L. J. 251 
$275,000 — Minnesota — Paralysis 
Ahlstrom v. Minneapolis, St. Paul, ete. 
Railroad District Court, Hennepin County, 
No. 479350, November 18, 1952 (paralysed from 
waist down) Largest personal injury award in 
Minnesota State Courts. 
$250,000 — New York — multiple fractures 
Kieffer v. Blue Seal Chemical Co., May, 1952. 
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‘‘What is Actuarial Soundness in a Pension Plan" 


Introductory Remarks by the Chairman 
Henry W. Stremnnaus, Ph.D. 
Research Assistant—President’s Staff 


The Equitable Life Assurance Society 


Over the last few years economists have been studying the effect of the 
accumulation of the pension reserves on our economy. In view of the favorable 
tax treatment, the competition for personnel and, more recently, union activity, 
the quest for old age security has assumed tremendous proportions and the 
subject is really one that deserves considerable study. 

For instance, there must be limits to the volume of old age security that 
a nation as a whole can accumulate and maintain from generation to gen- 
eration. Last year when Lieftinck, Minister of Finance of the Netherlands, 
opened the 13th International Congress of Actuaries he ventured the opinion, 
that these limits cannot be determined entirely by the volume of savings of 
our current generation, but must take into account what portion of their 
standard of living the future workers are willing to grant to the non-producing 
members of the society. To him this meant that if we accumulate pension re- 
serves in the form of capital goods, such as dwellings, or in the form of tools 
of production, we will make it easier for future generations to provide for their 
oldsters, but if we invest in government bonds, particularly those which arose 
from the creation of a national debt caused by war, future generations are 
more likely to renege on pension promises. This provocative statement applies 
to pension savings to a greater degree than to other savings because the trend 
is to emphasize safety rather than productivity of funds. 

In order to explore this subject more fully, economists and statisticians 
on the one hand, and employers and labor unions on the other ought to have a 
clear concept of the factors entering into accumulation of funds that is going 
on, and one of the most important factors determining the volume of these 
funds is the degree of actuarial soundness. 

The purpose of this meeting is to explore this subject of actuarial sound- 
ness and we are fortunate to have secured the services of five experts in this 
field, whose papers reflect the views of insurers, consultants, employers and 
labor. 
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Pension Plans—The Concept of Actuarial Soundness 
DorraAnce C. Bronson, A.B. 


Fellow Society of Actuaries (F.S.A.) 
The Wyatt Company, Washington 5, D.C. 


(1) Purpose, The purpose of this paper is to discuss actuarial soundness 
as it pertains to any system of old-age pension benefits. Sometimes the term 
‘*sound’’ or ‘‘unsound’’ refers to the adequacy of the pensions for effecting 
retirement and for providing a suitable income after retirement. We are not 
talking of that use of the term here; we are not concerned here with 
**adequacy’’ but only with the ability of the system to provide the pensions 
at whatever level they may be set by the plan. 

(2) Definitions. I am sure it is not possible to define ‘‘actuarial sound- 
ness’’ for a pension plan to the satisfaction of all parties, including actuaries. 
One person may argue that as long as the fund is large enough to pay out the 
pensions for the then pension roll, the objective of the plan is being met and the 
plan is actuarially sound. Another will claim that while that basis is not good 
enough it will suffice for the employer to meet the cost of the current pension 
credits without meeting the cost of any past service credits, except enough 
(the payment of interest) to prevent the past service liability from increasing. 
On this basis, in order that those on the pension roll at any time shall always 
find enough security in the fund to meet all their future pensions when due, 
it means that part of what was contributed for active employees in the name 
of ‘‘current pension credits’’ gets transferred over, as time goes on, to be- 
come security for the ‘‘nast service credits’’ of retired employees (in a sense, 
borrowing from Peter to pay Paul). This is bound to mean that when the plan 
terminates, the equity in the fund for active employees is of a ‘‘ happenstance’’ 
character and is less than the value of their aceumulated service credits under 
the plan. 

There will be others, and I am going to take this position in this paper, who 
contend that actuarial soundness is not met solely by reason of being able to 
pay off the pension roll, with (or without) a ‘‘happenstance’’ equity left over 
for active employees in case of termination of plan. They contend that the 
equity ‘‘left over for active employees’’ should not be ‘‘happenstance’’ but 
should increasingly approach the value of the pension credits for service 
rendered since the date on which the plan was installed and announced as being 
in effect. Going on, then, to my definition. 

My idea of an actuarially sound plan is one where the employer is well 
informed as to the future cost potential and arranges for meeting those costs 
through a trust or insured fund on a scientific, orderly program of funding 
under which, should the plan terminate at any time, the then pensioners would 
be secure in their pensions and the then active employees would find an equity 
in the fund assets reasonably commensurate with their accrued pensions for 
service from the plan’s inception up to the date of termination of plan. Note 
that this definition admits of a long time before all the original past service 
credits reach a funded condition. Note further, that I have tied this definition 
in with a presumption of the plan’s termination, a matter discussed at greater 
length later, 
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In brief, the definition means that, as a minimum for actuarial soundness, 
the employer should currently fund the pension credits applicable to the years 
elapsing after the plan’s inception and should, by retirement age, have funded 
the past service credits for the then retiring employees. 

Most industrial and many public employee pension plans would be actuarially 
sound by this criterion. Examples of plans falling more or less short of the 
criterion would be pay-as-you-go plans, ‘‘terminal funding’’ plans, ‘‘ interest 
only’’ plans and certain public plans such as the federal Civil Service Retire- 
ment Act and the Railroad Retirement system, as well as the Social Security 
Aet (OASI) (which, as mentioned later, need not be measured by the same 
rules). 

Frequently a plan is called ‘‘sound’’ when it has only some of the attributes 
of ‘‘actuarial soundness’’ as described in this paper. For exsuiple, an inten- 
tional halt is made in the funding for past service when relatively large assets 
have accumulated; yes, this plan might be called sound—it is well reinforced 
with assets—but it is not actuarially sound in the sense of the definition here. 
Or again, for instance, a plan may have little or no reserve assets and no pro- 
visions for accumulating them, and yet if it has the taxing power behind it, it 
is often called a sound plan. I must say I don’t wholly agree with this latter 
idea of soundness. 

(3) Purposes of the Reserve. In speaking of pension plahs, the terms 
‘*reserve’’ and ‘‘actuarial reserve’’ are often used rather loosely, with the 
meaning of either liabilities or assets. Correctly, the reserve liability at any 
time expresses the actuarially determined obligation accrued to date and the 
reserve assets are the amount by which that obligation has been met to date. 
When they are in balance, the plan is fully funded. 

There are three main aspects of the reserve concept: 


(a) The recognition of the reserve liability and its relation to the reserve 
assets provides a structure or scheme of reference for the scientific, orderly 
funding of the plan previously mentioned. Inherent in the funding structure 
is some actuarial method of determining the annual contribution to the plan. 
Examples of said actuarial method are unit purchase, level annual premium, 
normal cost, aggregate cost, ete. It is not within the scope of this paper to go 
into these actuarial methods of reserve funding.’ They are all devices to imple- 
ment—wivh varying incidence—the scientific, orderly funding mentioned above, 
the main purpose of which may now be mentioned. 

(b) As long as contributions exceed pension disbursements, a superficial 
examination would call the plan sound. The true liabilities, however, grow up in 
the dark, as it were. These liabilities represent the amount of money it would 
take to pay off all pensioners—without new money—and to provide the accrued 
equities of active employees. The essence of the reserve concept is frequently 
forgotten or ignored but it lies in a running presumption that the plan may 
terminate. Unless that happens, and until then, the superficial view—+that in- 
come exceeds outgo—is as good as any other. If a plan is to run forever, the 
reserve liability can be largely ignored and any reserve assets that accumulate 
are used only to earn interest in the employer’s favor. The purpose of the 
reserve assets as security to pensioners and employees normally comes into 
play only when the plan terminates and no further contributions are forth- 
coming. To serve as security for pensioners and employees—usually in that 


* See Trowbridge, Charles L., Fundamentals of Pension Funding; Transac- 
tions of the Society of Actuaries, Vol. IV, page 17, April 1952. 
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order—is the main function of the reserve assets; the more advanced the 
security, the more actuarially sound the plan may be said to be. To this pur- 
pose of security, the purpose of orderly accounting of (a) above and the 
purpose of an operational money-making device of (c) below are secondary. 

(ce) A third aspect of the reserve concept—i.e., the reserve assets—is to 
make money. for the employer, or in some instances, to earn increased pensions 
for employees. This purpose is of rather recent origin. Always, the actuary 
has had to assume a rate of interest—a rate to hold over the long future—and 
the rate adopted has usually been on a conservative basis, low enough to be 
reasonably certain of being earned by the insurance company or trust fund. 
More recently, however, the use of the trust fund as a money-maker—above the 
actuarial rate required—has developed. A sizable proportion of the fund is 
placed in equity investments looking toward high yields and/or capital gains 
in an inflationary trend. Since the Bureau of Internal Revenue does not 
permit a trust (an insured fund is not limited in this respect) to hold con- 
tingeney reserve funds above the actuarial reserve liability, the effect is that 
the success of the investment policy—even ‘‘on paper’’—redounds to the 
immediate credit of the employer in lowering his next new money contributions. 
In a few pension plans, notably the College Retirement Equities Fund? affiliated 
with the Teachers Insurance and Annuity Association of America, and in 
most deferred profit-sharing plans, the investment gains, if any, are to go to 
improving the pensions after retirement. 

It would appear, therefore, that this third purpose of the reserve concept 
—to make money—is a sort of by-product of actuarial soundness but, to the 
extent that it sacrifices conservative investment policy to its ends, it may be 
said to reduce a plan’s actuaria! soundness. 

(4) The Field of Actuarial Assumptions. Focusing on the reserve pur- 
poses of (3) (a) and (b) above—funding structure and security—what are 
the actuary’s functions in the premises? The actual cost of a plan can be 
ascertained only in retrospect, viz. the ultimate, aggregate costs—employer 
outgo—are the pensions paid and the administrative expense incurred, less 
the investment income on any reserve assets held over the period of the plan. 
How many are actually going to receive pensions, and for how long; how 
many are going to die or quit or become disabled—these are matters which 
will occur independently of the actuary or his assumptions. All the actuary 
can do ahead of time is to estimate what the pension load and expense charges 
are likely to be and to assist in setting up the aforesaid funding structure 
to meet these assumed potential obligations. 

In this work, the actuary must make numerous assumptions; it must 
suffice in this paper to mention only the main items requiring assumptions; 
rates of mortality, disability, retirement (by age), separation from service, and 
entrance into service; these are the assumptions pertaining to life contingencies 
used for a simple pension plan (excluding wives, widows and children’s bene- 
fits). When pensions are geared to pay—especially to final average pay—salary 
seales, that is, the progression of pay by age, or in time, are frequently as- 
sumed. Obviously a rate of interest must be assumed and, an expense rate 
for running the plan is frequently figured in, e.g. the loading in insurance 
annuity premiums. 

* See Duncan, Robert M., ‘‘A Retirement System Granting Unit Annuities 
and Investing in Equities;’’ Transactions of the Society of Actuaries, Vol. IV, 
page 317, June, 1952. 











What is Actuarial Soundness in a Pension Plan? 39 


In my definition of actuarial soundness enunciated earlier, one of the 
attributes was that of a ‘‘scientific, orderly program of funding.’’ The choice 
of actuarial assumptions certainly falls under the heading of ‘‘scientific’’ as 
above quoted and these assumptions should be on a proper and conservative 
basis. There are no hard and fast rules on conservative vs. non-conservative as- 
sumptions; circumstances differ for different plans and different coverage. 
These choices must be made advisedly; if the consulting actuary or insurance 
company actuary makes capricious or dangerously unconservative assumptions, 
all the elegance of scientific formulae and techniques in the world will not 
produce actuarial soundness. 

Utilizing these assumptions, the actuary turns to the pension formula and 
adopts an actuarial method—the funding structure previosly mentioned— 
for programming the current and future contributions to be made. 

The method adopted depends on such things as the funding medium, trust 
fund or insured contract, the extent to which past service credits are part of 
the pension formula and the financial position of the employer for funding 
rapidly or slowly. After all, the actuarial method is only one of varying the 
incidence of employer contributions towards the ultimate objective of a fully 
funded condition, i.e., equivalence of reserve liabilities and reserve assets. It 
will be seen later that, in some plans, this equivalence iv not always felt to be 
possible or, indeed, desirable; e.g., past service liability is sometimes inten- 
tionally left in an unfunded condition. In this latter situation, however, it 
must be conceded that the actuarial soundness of the plan suffers thereby, re- 
gardless of what other reasons there may be for the indicated procedure. 

(5) Overfunding and Underfunding. In an actuarial sense a plan can be 
overfunded only when the reserve assets exceed the reserve liabilities. The 
term overfunding has other connotations, however. Suppose an employer has 
stated in the plan or in a union agreement ancillary to the plan, that a certain 
funding structure is to be followed; whenever he goes beyond the contribu- 
tions or reserve assets called for by that structure, the plan may be considered 
as overfunded; e.g., if a 30-year amortization of past service liability were 
intended but instead, a 20-year plan is followed, there is, in a sense, overfund- 
ing. Again the Bureau of Internal Revenue has certain criteria as to the 
amount of contribution which will be permitted for tax reduction in the 
employer’s fiscal year; if the employer contributes more than this, the plan 
is in that sense overfunded. 

Conversely, on the side of underfunding, the actuarial criterion is that 
of falling behind the originally established funding structure. This ‘‘docu- 
mentary’’ sense of underfunding would be found where the employer does 
not keep up with the contribution commitment of his plan or union agreement. 
The Bureau measurement for underfunding, however is whether the unfunded 
liability is allowed to become larger than it was at the start of the plan. 

All of these connotations of over-and-under-funding have a relationship, 
more or less, to the concept of actuarial soundness. After all, actuarial methods 
in the funding of pension plans are merely devices for formulating the amount 
and incidence of contributions to the end of employee security. In a recent 
article*® a funded pension plan was represented by a tank with contributions 
and investment returns pouring in through faucets at the top and pension pay- 
ments flowing out at the bottom. The accompanying cartoon depicted the 
actuary—a normal enough appearing individual—holding a tape-measure to 


* Pension Bulletin; Monthly Letter of the Hanover Bank, September 1952. 
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the depth of the tank. The article reads, in this connection, ‘‘ While the tank 
is filling, the actuary appears from time to time. It’s his job to measure the 
tank level. If it is lower than it should be, the company may have to increase 
its contributions. If the level is higher than necessary, contributions might be 
reduced.’’ (Italics supplied.) 

It is just this ‘‘lower than it should be’’ which creates the mystery of the 
matter. There is no one length on the tape-measure marked ‘‘should be’’ which 
would apply to any pension plan. Actuarial soundness—at least for many 
years after the usual plan’s inception—must look outside of the tank, as well— 
must look to the employer’s good intentions with respect to future contributions. 
Taking the rate of these expected contributions into account, the actuary can 
then alter his measurements inside the tank accordingly and test the level each 
year against the intended funding program. If the employer is amortizing 
past service liability, the fund will ultimately reach a ‘‘should be’’ level in 
the tank where reserve assets will balance reserve liabilities and from then on, 
each year’s contributions for current service will automatically maintain the 
proper level. 

(6) General to Particular. The foregoing part of the paper has dealt with 
actuarial soundness in the abstract. It has given the author’s views of the 
concept as being something to some degree intangible and amorphous but 
with a real core of meaning and reality. Actuarial soundness is not inscrutable 
but neither is it delimited nor easily defined. I have done my best to impart this 
sense of it here but to round out the topic it seems necessary to bring the pre- 
ceding discussion to bear in a more particular atmosphere. This is the purpose 
of the second part of this paper. 

(7) Actuarial Sowndness and Industrial Pension Plans. The least degree 
of actuarial soundness is found in the relatively few formal industrial pension 
plans which meet pensions from current company funds only as the pension 
payments become due. Obviously, as long as the company lasts, or as long as 
the company can afford it, a particular month’s pensions are ‘‘secure.’’ But 
the pensioner has no ‘‘third party’’ security whatsoever and has a natural 
cause for concern, especially as the pension roll will grow and grow and grow, 
ever diluting his own security in the ability of the company to pay. 

Sometimes under a formal pension plan the employer, while not funding 
irrevocably with a third party—trustee or insurance company—does establish 
reserve liabilities, and offsetting assets (sometimes labelled for pension pur- 
poses) on his books. Since on this basis the employer never loses control of 
the fund and can, at will, change the purpose for which it will be devoted, 
any ‘‘actuarial soundness’’ test of such a ‘‘ balance sheet reserve’’ method is 
always subordinate to this employer control of the money. This type of plan 
is not approvable under Section 165 (a) of the Internal Revenue Code. Regard- 
less of the good intentions of the employer at any time under this sort of 
funding, we will not consider this an actuarially sound plan in the connotation 
of this paper. 

A plan may be actuarially sound for pensioners but not so for active 
employees. This is illustrated by the so-called ‘‘terminal-funding’’ procedure. 
Here the employer undertakes to provide through a trust or insured fund, as 
each employee retires, sufficient assets or guarantees to pay out the life-time 
pension for that employee. Obviously, since as a rule more and more persons 
reach retirement age each year, the undertaking is of the ‘‘snow-ball’’ variety 
and only those actually on the retired roll at any time have any security. While 
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this is good as far as it goes, nevertheless, for the non-retired employee, this 
plan has no more actuarial soundness than the pay-as-you-go type. 

Most industrial employers with formal pension plans have established a 
higher degree of funding than for the retired roll alone and have a reserve 
structure which looks to an ultimate balancing of the reserve liabilities and 
the reserve assets. The attainment of this balance is years ahead for most of 
the plans but the objective is there and the contributions are being made. 
These are the actuarially sound plans under the writer’s concept thereof. 

These are the plans which, by and large, have been approved by the 
Bureau of Internal Revenue for tax deductibility of .contribution to the 
employer. Not that the Bureau specifies actuarial soundness per se as a prece- 
dent to tax deductibility but other Bureau criteria, the general use of actuarial 
science in practice, and the recent and current availability of employer moneys 
for the purpose—indeed, the very tax deductibility there—have just naturally 
channeled the plans into a pattern which the Bureau finds suitable to approve 
under Sec. 165 (a) of the Internal Revenue Code. 

(8) Actuarial Soundness and Public Employee Plans. When we come to 
plans for government employees, we meet an entity not present in industrial 
plans—namely the taxing power. It has been said that the taxing power may 
substitute for part or all of the reserve assets of the private plan. I under- 
stand that Massachusetts, as regards both State and local plans, is proceeding 
on this principle. It seems to me this ‘‘taxing power’’ is too glib an alibi. 
Certainly, the pensioners and employees know that a tax can be turned on and 
a tax can be turned off. To say that the tax is their security is to say that 
the good faith of the citizen-taxpayer can be relied apon to see a growing 
proportion of his tax dollar being devoted to pensions for ex-public employees. 
Even thus far in the pension history of this country, this reliance has been 
found ill-founded in certain instances, pension cuts have been made in several 
public employee plans in the past. Certainly, a plan cannot be labelled as 
actuarially sound on the grounds, alone, that it is tax supported. 

To avoid this tax reliance, it seems to the writer that public-employee 
plans—at least state and local plans—would do well to pay as much attention 
to the actuarial precept as do the industrial plans. Perhaps the availability of 
the taxing power may be used to rationalize a semi-reserve type of system more 
than would be the case in private industry. However, to see the struggles 
going on today in trying to eke out larger pensions from the coffers of some 
governmental plans, reinforces my belief in actuarial reserve systems for 
public employees. I would rather have it on that basis were I the employee 
involved or his employer or the taxpayer in the premises. 

Coming now to the federal level, we find the Civil Service Retirement Act, 
the largest single employer pension plan in the world. Is it actuarially sound? 
It is not, in the sense of this paper. After 30 years’ existence, the reserve 
assets nowhere near equal the reserve liabilities. Its $5 billions of reserve 
assets are somewhat less than enough (i) to pay out existing pensioners and 
(ii) have enough left to represent the active employees’ own contributions to 
the plan. Furthurmore, pensions have just been raised without the where- 
withal to do it, unless—and here again we run into the non-actuarial deus ex 
machina—the taxing power is invoked as the substitute for assets. 

Now I am not prepared to argue that, with the taxing power, assuming 
Congress will use it, the Civil Service Plan is not sound, but to vall it actuarially 
sound would reduce that term to something with no meaning. There are 
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those who will argue that it has no meaning at the federal level. What kind of 
actuarial soundness do the armed services retirement plans have? The term 
is anomalous, one hears; an army pension is ‘‘ retired pay,’’ a special portion 
of the payroll, indeed tae 80-year-old general may be called back to his post— 
he is never finally retired! This line of reasoning is rather tenuous, however, 
for, in any event, the military pensions are susceptible of evaluation by 
actuarial techniques and it would not be impossible to run a reserve system 
for them as for any other pension plan. The same thing holds for the benefit 
systems of the Veterans Administration. I am not advocating doing so but 
there are no actuarial obstacles thereto. The obstacles would lie in the question 
of need for doing so and in the reserve investment problems as discussed later 
under Social Security. 

It should be mentioned in leaving this topic of federal public employees, 
that certain plans, e.g., TVA, Civilian Teachers at Annapolis and the Federal 
Reserve Board, are maintained as full reserve plans and are actuarially sound 
in the sense of the term used herein. 


(9) Actuarial Soundness and Railroad Retirement. As it stands today, 
there is no taxing power back of the Railroad Retirement System beyond the 
contribution (called a tax) fixed at 644% of payroll (up to $300 per month) 
by each party, employees and carriers. That is, no general tax source—federal 
subsidy—appears in the law. On the basis of its contributions and reserve 
assets, the Railroad Retirement System is not actuarially sound, but is falling 
behind at the rate of nearly 2% of payroll per year.‘ The reserve assets (special 
3% federal bonds) of the Railroad System may be approximately sufficient 
to pay out the pensions to existing beneficiaries, but, unlike the Civil Service 
plan, would have little left to represent the accumulated contributions of 
active employees. The Railroad plan is one where the lack of actuarial sound- 
ness is apt to force something to give, and—unlike some plans—to give before 
too long. Either contributions will have to go up (to anomalous levels), 
benefits will have to be reduced (perish the thought), the government will have 
to subsidize (class discrimination) or social security will have to take over 
for a base part of the benefit (the most rational solution). Another round of 
pension increase for inflation (as in 1951) would seem to be wholly impossible 
within the present structure of the Railroad System. 


(10) Actuarial Soundness and Social Security. For some reason, now hard 
to understand, Old Age and Survivors Insurance Title of the Social Security 
Act was originally set up to sound as if it were going to be an actuarially 
sound plan in the usual sense. Congress was to appropriate ‘‘an amount 
sufficient as an annual premium to provide for the payments required, such 
amount to be determined on a reserve basis in accordance with accepted 
actuarial principles.’’ This annual premium scheme was never effective in 
practice and in 1939 the empty language was discarded and the fund was to 
receive only the taxes collected—which had been 1% of payroll (up to $3000) 
from each party from 1937 and which continued at that low rate until 1950. 
There was also a 1943 provision—meant to be an evidence of the security of 
the plan through the taxing power—for the appropriation of ‘‘such additional 
sums as may be required to finance the benefits.’’ After much juggling around 
with this subsidy concept over the years, it has been left out of the law as it 


*Musher, Joseph. The Actuarial Implications of the 1951 Railroad Retire- 
ment Amendments; Transactions of the Society of Actuaries, Vol, IV. 
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now stands, but it seems to the writer that it makes no difference whether it 
is written in or not, it is there just the same. 

We thus have the Social Security Act (Old Age and Survivors Title and 
the related Federal Insurance Contributions Act) with some $17 billion of 
overflow payroll tax moneys on hand (invested in special federal bonds). While 
these may be deemed as reserve assets, they have little actuarial rhyme or 
reason since they relate to no evaluated reserve liability in the usual sense. A 
reserve liability of this nature might run at this time to some $17 billions for 
the present beneficiary roll alone and perhaps $125 billions for the accrued 
credits of active employees, a total of nearly $150 billions! 

While it would be absurd to contemplate reserve assets of this magnitude, 
the present step-rate tax schedule, reaching 344% from each, employee and 
employer, by 1970, does envision—under low-cost and high-cost hypotheses— 
the long-range accumulation of reserve assets by the year 2000 ranging from 
nil to $220 billion.’ But this will be an over-flow reserve instead of an actuar- 
ially determined reserve. In the writer’s opinion no such sums will be permitted 
to grow up; Congress has frozen the tax rate in the past and will do so 
again, I feel. 

The gist of the above, for this paper, is to bring out that, in the sense of 
the term used herein, the Social Security plan (OASI) is not actuarially sound ; 
there is for instance, probably not enough on hand for the terminal funding 
criterion, i.e., not enough to pay out the current beneficiary rolls. On the 
other hand, I de not see any point in rigorously applying actuarial reserve 
techniques to a broad national system. Such a system transcends ‘‘ actuarial 
soundness’’ criteria of the usual kind. What purpose would be served if reserve 
assets in the actuarial amount of $150 billion were now on hand? They would 
not be used; the system is not going to terminate, calling on a liquidation of 
the reserve for benefits. Of course, interes: would be payable to go toward 
benefits, but what is the interest? Just another tax. Stagnant federal bonds 
are all the fund could invest in. What a cry of ‘‘nationalization’’ there would 
be if industrial investments were made. Or, what a feeling of undermined 
security would be aroused if foreign investments were purchased. 

Actually, there seems little reason for reserve funding of Social Security. 
In the gamut cf funding methods from pay-as-you-go to that of a fund on 
which the interest alone would pay the benefits, any one method is as good as 
any other for a complete coverage national system as far as security is con- 
cerned.’ Not that there are not other considerations, e.g., the present haphazard 
reserve from the over-flow of payroll taxes is claimed to provide the Administra- 
tion with ‘‘Easy Money’’ to do all kinds of things with, such as proposing 
health and hospital benefits just because ‘‘the money is there.’’ 

Particularly, there would be no reason for large reserve assets under Social 
Security if the OASI coverage were not so artificial, including only those who, 
by accident of birth-date, could work a short span under the Act. In addition 
to rank discrimination against the present aged, it creates a low initial benefit 
load and a false sense of the system’s low cost. If instead—and there is a 
decided movement to this end—all present aged had been covered, as is being 
done in Canada, where everyone is entitled to $40 a month at age 70 (and, un- 


* Myers, Robert J., Actuarial Cost Estimates; Ways and Means Committee 
Pamphlet, July 21, 1952. 

* Williamson, W. R., Myers, R. J. and Rasor, E. A., Various Methods of 
Financing Old-Age Pension Plans; Actuarial Study No. 10, Social Security 
Board, Office of the Actuary, Undated. 
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like ours, on a taxable basis), more nearly the real costs would be evident, the 
big over-flow reserve fund would not be with us, nor contemplated for the 
future as it is contemplated under the present schedule of step-rate taxes, and 
the funding arguments about the reserve fund—‘‘nothing but I O U’s’’ and 
‘*the money’s spent’’ vs. ‘‘what’s the matter with government bonds, in- 
surance companies use them’’ etc., etc., would be laid to rest. 


(11) Actuarial Soundness and Inflation. Let us assume an actuarially sound 
industrial pension plan—of which there are many—under which ‘‘ past service’’ 
benefits have been fully funded and reserve assets now equal reserve liabilities. 
Inflation has caused the benefit formula—not based on final average pay, say, 
but upon pay over the whole period of service—to slip far behind in providing 
adequate pensions. This has not jeopardized the actuarial soundness in any 
way but the employer finds he cannot effectuate needed retirements at such— 
as it turns out—low pension rates. He wants to revamp the benefit formula 
to make it workable again. As regards retired employees there is a relatively 
sizable pension roll already on retirement under the plan. Is the new formula 
to be made applicable to them? The employer finds that to do so would create 
an immediate unfunded liability of millions of dollars—and a liability in fact, 
since his plan carries a commitment that pensions, once entered upon, shall be 
for life. He decides that he cannot go to the stockholders asking for this much 
commitment on ex-producers. He says, this is something for Social Security to 
correct and not a proper burden for our own current production. 

With respect to active employees, however, he finds that building on an 
already established actuarial reserve, will make it possible to work out improved 
pensions for those retiring in the future. While it will mean opening up another 
period of amortizing new ‘‘ past service credits,’’ a funding structure for this 
purpose is practicable. He is grateful for the fact that his old plan is actuarially 
sound, since otherwise the burden of correcting the formula for inflation would 
have been correspondingly greater. 

This is the sort of problem faced by employers in a milieu of pensions and 
inflation—different employers would find different solutions—but it cannot be 
gainsaid that previous actuarial soundness is a great asset when inflation 
forces increases in the pensior benefits. 

Similar problems face public employee plans. Increases can be given only 
at the risk of undermining the actuarial position of the system unless added 
coutributions (tax money) are appropriated. To increase the existing pension 
roll is particularly fraught with danger, one round would be precedent for a 
second round, ete.—the stockholders above are now the taxpayers. 

Social Security coverage offers the best—though modest—benefit-hedge 
against inflation (other than correcting the cause of inflation itself) and all 
employments of the country should be covered by this basic national system. 
Most public employees— and railroad workers—are still excluded, for no good 
reason. 

(12) Actuarial Soundness and the Economy. Can the country stand actuarial 
soundness? If all employees have pensions under individual plans of their 
employers and, as apparently advocated in this paper, the plans are all actu- 
arially sound by the accumulation of the proper reserve assets, how can this 
vast accumulation be accommodated investment wise? The potential coverage 
has not fully developed as yet and the reserve funds are relatively low down 
on the ladder toward maturi y; but Exhibit I at the end of this paper in- 
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dicates that in non-Governmental plans the reserve assets are over $15 billion 
and the annual contributions are approaching $2% billion. Ignoring Social 
Security—which ought to be pay-as-you-go anyway, without much reserve fund 
—if all employers of 50 or more employees were to set up actuarially sound 
plans, it might entail reserve assets of over $200 billion. While this—barring 
further inflation—is an outside potential, it does bring the investment prob- 
lem to the fore. Excluding Social Security reserve funds, the assets of pension 
plans by the end of 1952 must exceed $30 billion of which, maybe, half is for 
public-employee plans and Railroad Retirement. These assets must be growing 
by nearly $4% billion per year. How much of this goes into public debt and 
how much into private debt and equities? I do not know, perhaps about 50/50. 
With total private debt going up around $30 billion a year, there may still be 
reasonably adequate latitude for the investment of pension money. But how 
long this will hold—especially if more and more of the potential I mention 
above comes into the actuarial-soundness area—is a question for the economists. 
Will our swelling productivity—capital plant—keep up with our swelling sav- 
ings or will we be unable to afford actuarial soundness on a national scale? 


Since, in one sense, the requirements for actuarial soundness reflect the cost 
level of pension plans, the question of whether we can afford actuarial sound- 
ness becomes one of whether we can afford these levels of pension cost. Much 
is currently written on the loss of manpower and productivity in retiring em- 
ployees at too young an age in relationship to the improving health and 
mortality among older persons. If later retirement ages are used, not only would 
the added productivity of these postponed retirements be gained but also the 
pension costs would be lower and the funds necessary to satisfy the criteria 
of actuarial soundness would not need to be so large. 


(13) The Consequences of Lack of Actuarial Soundness. The classic example 
of what happens through lack of actuarial soundness in pension plans is the 
ease of railroad pension plans before the Railroad Retirement Act of 1935. 
Through one reason or another, ignorance, competition, Interstate Commerce 
Commission accounting restrictions, etc., the carrier’s pension plans were not 
on an actuarial reserve basis. Huge accrued liabilities were piling up far 
beyond the capacities of the individual carriers—particularly the marginal 
ones—to meet." A general reduction in railroad pensions of 10% in the early 
1930’s was only clutching at straws and the lack of actuarial soundness was 
inexorably bankrupting the railroads. The answer? The Railroad Retirement 
Act—the nationalization of the pension systems of the carriers, the Federal 
Government bailing out private enterprise, private enterprise which had not 
treated with the actuarial implications of pensions. 


Will the coal fund be next for nationalization? Mr. Lewis does not embrace 
actuarial science. Apparently in lieu of actuarial soundness the Fund relies on 
being able to extract ever higher royalties: 


‘All benefits authorized are subject to termination or revision in the 
discretion of the Trustees. No vested interest in the Fund extends to the 
beneficiaries; all benefits are on a pay-as-you-go basis.’’ Or again: ‘‘ Pay- 
ment of pensions is therefore assured insofar as possible under a Fund 


"Latimer, Murray W., Industrial Pension Systems; Industrial Relations 
Counselors, 1932, pages 906-7. 
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whose continued existence depends upon industry-wide collective bargain- 

ing.’”* 

If the Fund stands any chance of paying the $100 pensions to all eligible 
persons over the decades ahead, it will be through a royalty geared to produc- 
tivity, and not to wages or per capita. If, however, actuarial soundness trips 
it up does it mean another case of class legislation in the nationalization of 
the miner’s pensions? This would be unfortunate, indeed. 

(14) Actuarial Soundness in Action. It is usual to speak, as we have done 
here, of constantly increasing reserve assets under pension plans. It is unusual 
to stop and question what the function is of this expanding investment entity. 
But after all, are we building these reserves to remain reserves forever, to do 
nothing but furnish investment income in perpetuity? No, we must go back 
to the snbject I emphasized earlier, the termination of plans. Some day, in 
many cases, these reserve funds will be used to pay out the pensions and other 
equities upon the termination of the plans. An article on pensions by ‘an 
economist in 1950° started off by saying, ‘‘The one thing that is absolutely 
certain about the pension contracts of the past few months is that they will 
not stay in force very long.’’ While that article seems to have made a poor 
prediction so far—with the pians now more numerous and entrenched than 
when the article was written—there will, over the decades ahead, be company 
failures, mergers, depressions and other occurrences forcing the termination of 
plans. As these occur, the reserve assets will spring forward to take care of 
the then pensioners and to vest partiai pension equities in the active employees 
—actuarial soundness in action. 

The worst enemy of actuarial soundness is inflation. A wild inflation, A 
wild inflation can make the reserve assets not worth cashing in, it can defeat 
Social Security legislation; it can ruin savings in all forms. This has happened 
abroad as is well known. Its repetition has causod the European to look twice 
before placing reliance on actuarial soundness. If we can prevent this happen- 
ing here, and can level out on a stable, peace-time economy the dynamism of 
our productivity will be able to back up the mere actuary in giving the real 
meaning to actuarial soundness. 


* Welfare and Retirement Fund; United Mine Workers of America, Report 
as of June 30, 1951. 

* Drucker, Peter F., The Mirage of Pensions; Harpers, February 1950, 
page 31. 
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Before discussing actuarial soundness with particular reference to insurance 
company contracts, I shall attempt to summarize the concepts of actuarial 
soundness already presented and seek to correlate them with my remarks. Mr. 
Buck has given a technical definition of actuarial soundness—it is achieved if 
an actuarial valuation of all benefits with respect to a group of lives is the 
equivalent of an actuarial valuation of all prospective contributions including 
existing funds—he does not recognize it as necessarily the same as financial 
soundness. 

Mr. Bronson’s definition includes the concept of financial soundness—a 
plan is actuarially sound if, upon termination of contributions at any time, it 
is financially sound, i.e., assets match liabilities, except for an acknowledged 
incomplete program of funding liabilities which had accrued at the inception 
of the plan. I believe that Mr. Cohen and Mr. Barkin have in mind Mr. Bron- 
son’s concept. With that concept as a background, Mr. Cohen has outlined 
the practical necessity, from the legal viewpoint, for the establishment of 
widely recognized working principles and practices of actuarial soundness and 
Mr. Barkin has made clear that, in collective bargaining, the unions are keenly 
aware of the need of ‘‘ being sure that plan funds will meet the obligations. ’’ 
I agree with Mr. Bronson’s definition and believe that it is more significant and 
meaningful to the lay person. Mr. Buck’s definition is technically correct but 
its principal appeal is to the actuary. The Federal Old Age and Survivors’ 
Insurance program is actuarially sound by Mr. Buck’s definition—it is not 
actuarially sound by Mr. Bronson’s. 

Both definitions are limited to the expression of a principle or objective. 
My concept goes beyond that —it includes recognition of the necessity of know- 
ing how you achieve actuarial soundness—it points out pitfalls that may de- 
feat honest intentions. 

To illustrate my particular interest in this field, I am borrowing a story 
of an epitaph which Eric Johnston recently used for a similar purpose. There 
was a tough old New Englander who survived two wives and wrote his own 
epitaph for his gravestone. This is the way it read: 


Here lies the body of Ephraim Pine 

Born one-eight-naught-two; Died one-eight-eight-nine 
Between his two wives, Tilly and Sue, 

The twain of them loyal, faithful and true. 

I was fond of them both and was faithful, too, 

So I want to rest between these loved two. 

But I ask my good friends, Abram and Willie, 

Please place me so I’m tilted towards Tilly! 


Well, I’m tilted toward insurance! 
(48) 
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I suppose the average layman believes that an insured pension plan is 
synonymous with actuarial soundness. There is considerable foundation for 
this point of view. However, the concept of actuarial soundness may be further 
illuminated by contrasting insurance company vehicles with other pension 
funding vehicles. Also, some of the diversified forms of insurance company 
services involving sharing of risks with the employer should be examined as 
to actuarial soundness. 

My idea of actuarial soundness is very simple—it’s a matter of having 
sufficient funds to be reasonably certain of meeting the obligations of a pension 
plan. Actuarial soundness should be defined in relation to the pension plan’s 
objectives and consequent liabilities. If a plan undertakes to assure benefits 
only for those who have reached retirement age, the plan is actuarially sound 
if funds are adequate to support the outstanding retirement roll. However, the 
common expectation of a plan’s obligations are with respect to all active em- 
ployees of an employer who are included in a plan and have retirement benefit 
expectations. 

It is important to note any difference between the character of a plan’s 
obligations as a going concern and as a terminated plan. The most desirable 
arrangement is to have these obligations entirely consistent. Consistency is 
achieved by the assurance of benefits, upon termination of a plan, which are 
equal to those accrued to date under the formula of benefits, i.e., pro-rata 
benefits related to the accumulated service of the employee. Frequently, how- 
ever, there is a real difference. Under a plan as a going concern, retirement bene- 
fits are fully assured. As a terminated plan, its obligations may be limited to 
those that can be provided by the funds in hand. Where this is the case, the 
interests of participants are usually as follows: the retirement benefits of re- 
tired employees are first protected; next, the retirement benefits of those 
eligible to retire; next, contributions of active employees, if ary; and finally, 
for all other employees, whatever benefit that may be realized, on a pro rata 
basis, from the residue of funds. If the legal obligation of the plan is limited 
to providing no more than the funds in hand can support, it is obvious that the 
funds have met obligation. However, it is not quite so certain that the reason- 
able expectations of the beneficiaries will be realized. 

As background to my discussion, I will describe briefly the two major types 
of pension funding contracts of insurance companies. First, the deferred an- 
nuity contract, group or individual policy, with contributions allocated to 
individual employees as paid, and second, the deposit administration contract 
under which an aggregate fund is accumulated up to retirement age and alloca- 
ticn of amounts required to support the annuities of individuals is made at 
retirement age. In the case of the deferred annuity contract, the insurance 
company guarantees a definite amount of paid-up annuity beginning at a 
fixed retirement age. In the case of the deposit administration contract, the 
employer assumes the risk of fund adequacy up to the point of annuity purchase 
at retirement and thereafter the insurance company guarantees the payment 
of the retirement benefit. The insurance company also guarantees the ‘‘cor- 
pus’’ of the unallocated fund and a specified rate of interest thereon. 

In the case of a trust fund, there is no formal allocation of funds to individ- 
ual participants but the aggregate fund supports the plan’s obligations 
generally. 

The entire assets of a life insurance company are back of its contractual 
guarantees. Where a trust is used, the resources of the pension plan are limited 
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to the funds in the trust unless, as in the case of some union-bargained plans, 
the employer finds himself in the unfortunate position of having guaranteed 
the continuance of pensions even though the resources of an accompanying 
trust fund may be inadequate. 

In order to achieve actuarial soundness—in order to be reasonably certain 
of having sufficient funds to meet the obligations of a pension plan, I think 
there are three prerequisites; (i) a suitable funding vehicle, (ii) reliable 
guidance in determining contributions, and (iii) an adequate source of con- 
tributions, 

As to the funding vehicle, we must test it so as to be assured that it will do 
the job we expect of it when a program is initiated. There are three tests I 
would apply: (i) will the funding vehicle perform the investment job expected, 
(ii) is it of such a character that the ‘‘law-of-averages’’ has room in which to 
operate, and (iii) is it possible to accumulate a contingency reserve, as such, 
to protect against unanticipated fluctuations in investment and benefit payment 
experience? For the investment job, I would be concerned about the following 
items: (a) diversification of investments, (b) assured regularity of income, 
(ce) ability of meet cash demands of the plan both as a going concern and as 
a terminated plan, (d) satisfactory system of valuing assets from year to year, 
and (e) capacity to absorb adverse investment experience. 

As to my second test, a funding vehicle, where the fund is entirely on its 
own, should not be used where the number of employees is so small that chance 
fluctuations in actual experience are a major factor in determining actual pen- 
sion outlays. Under these conditions, actuarial calculations may degenerate to 
mere arithmetical exercises with no great significance or value. 

For my third test, I would prefer a funding vehicle under which it is pos- 
sible to accumulate a contingency reserve, as such. In any long term under- 
taking such as a pension plan involving estimates of an unknown future, it is 
highly desirable to be protected against the unanticipated event and such pro- 
tection has a vital bearing on the achievement of actuarial soundness. On this 
point I can do no better than quote my colleague on this panel, Dorrance Bron- 
son, who made the following statement before The Actuarial Society of America 
in November, 1945: 


‘There seems no way with tax deductibility, for the non-insured plan 
to eushion these possibilities (i.e., unfavorable experience) through a 
contingency reserve, although the insured type may do so by virtue of its 
particular institutional character. It would seem that the more con- 
centrated, ‘single-type’ medium of a trusteed pension fund should 
warrant even more latitude by way of fluctuation reserve than the more 
diversified insurance underwriting medium.’’ 


An insurance company customarily accumulates a contingency reserve, as such, 
with respect to obligations under its contracts. In the case of the deposit ad- 
ministration contract, the contingency reserve is designed to protect the com- 
mitments of the insurance company and does not, in the nature of things pro- 
tect the adequacy of the unallocated accumulated fund with respect to which 
the employer has responsibility. 

I shall now turn to the matter of reliability of pension cost estimates. 

If a benefit formula lends itself to the deferred annuity type of funding and 
that type is used, the guarantees of the insurance company assure reliability of 
cost figures. Indeed, they afford a valuable discipline of regular payments. 
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When we come to trusteed plans or deposit administration contracts, reliable 
pension cost estimates depend not only on the skill and judgment of the actuary 
but also on the predictability of the amount of benefits under the plan formula. 

When cost estimates are examined, it should be realized that there are two 
different funding philosophies prevalent today which account for substantial 
differences in recommended outlays. One philosophy aims to compute proposed 
outlays so that there is reasonable certainty of the adequacy of the contribu- 
tions to provide the promised benefits. There is no planned reliance upon future 
supplemental contributions to make up deficits which are recognized in the 
future. This I have called the Grade A philosophy of funding. The other 
philosophy uses actuarial assumptions which produce cost estimates that are 
probably adequate but which may not be. If not adequate, it is planned to rely 
upon supplementary contributions in the future as deficits arise or are recog- 
nized. This I have called the Grade B funding philosophy. The important con- 
sideration is that where Grade B funding is used, the successful funding of 
pension benefits may well depend upon the continued existence of the employer. 
Wherever this proves to be true, it must be recognized that there has been an 
impairment of the ideal of actuarial soundness. Of course, some persons active 
in the pension field today have called my Grade A funding, ‘‘plush’’ funding 
and Grade B, the ‘‘realistic’’ one. In ar. excellent pension reference guide pub- 
lished by the American Federation of Labor, the authors pay their respects to 
the insurance company’s ‘‘hyper-cautious actuarial assumptions’’ and state 
that, ‘‘they wear a belt and Suspenders too.’’ Well, in my experience, pension 
suspenders have been found to be weaker than the salesman claimed and pension 
belt buckles have lost their firmness thus lowering some pension trousers to 
half mast. 

An important element entering into the reliability of cost calculations is 
the assumption made as to death rates of employees and the longevity of 
pensioners. Actuaries, both in the insurance companies and in the consulting 
field, do not have too good a record in anticipating the great improvement in 
mortality rates of the last twenty or thirty years. I hope I will be pardoned 
if I mention a few highlights of a comprehensive pension mortality study which 
I recently completed. The results were presented in a paper to the Society of 
Actuaries last June, entitled ‘‘Group Annuity Mortality,’’ and, after a critical 
review last November, was very well received by other actuaries. The paper 
includes a comparison of intercompany group annuity experience with the ex- 
perience under the Civil Service Retirement Plan, Railroad Retirement Plan, 
ordinary life insurance and other areas. The principal feature is the presenta- 
tion of a new mortality table for private pension plan purposes which makes 
allowance for future decreases in mortality rates. It is called the Ga-1951 Table 
With Projection. Allowance is made for continued decrease in rates of mortal- 
ity at a pace which is less than that experienced ‘in the last decade. 

The table indicates that there will be more survivors to retirement age than 
provided for by any mortality tables now in current use for pension purposes. 
If the assumptions as to mortality improvement are realized there is a better 
chance of a person now 35 surviving to 65 than for a person now 45! As to life 
expectancy, males age 65 in 1952 have an average of 14.8 years ahead of them. 
Men reaching 65 in 1972 may look forward to a life expectancy of 16.1 years 
and those reaching 65 in 1992 may relish the idea of having an average of 17.3 
years after 65. These figures compare with a life expectancy at age 65 by the 
Standard Annuity Table of 14.4 years and, with a one year set back of age by 
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that Table, 15 years. Mr. Buck used a life expectancy at 60 of 17.55 years 
which is the figure according to the Standard Annuity Table. My table, for a 
male reaching 60 in 1952, shows 18.6 years; if he reaches 60 in 1972, it’s 20.1 
years and upon attaining 60 in 1992, it’s 21.5 years. Let me emphasize that 
these figures are based upon a thoughtful examination of where we are today 
mortality-wise and where we may reasonably expect to be in the future. It’s not 
a matter of being simply conservative as to mortality assumptions—rather 
it’s a realistic appraisal of the probable effect of current trends and forces on 
future mortality rates—it’s an informed judgment of what the future will be 
and that is our only concern. 


I’ll make one other observation growing out of this study. Assuming a fixed 
retirement age such as 65, pension costs, solely by reason of continued mortality 
improvement, will probably increase at an annual rate of .35% to 5% (i.e. 
about 344% to 5% every ten years). Actuarial soundness will be impaired 
unless adequate recognition is given to probable mortality trends. 


In the case of trusteed and deposit administration plans, the increased 
longevity of pensioners may be offset, to some extent, by a later average age 
of retirement. The increased vitality evident from lower mortality rates at the 
older ages may result in a longer average working period. Indeed, some stu- 
dents point out that this must take place in order that our economy can support 
the non-producing pensioners. However, in the case of a private pension plan, 
this will not necessarily be an automatic result. Where an employer has been 
using a compulsory retirement age and believes in that principle, reductions in 
cost will come only by a specifies advancement of the age and only if the 
circumstances of that particular organization indicate that it is a desirable 
course. A one-year advancement of the average retirement age would reduce 
pension costs 6 or 7%. However, much of the recent improvement may be due 
to lengthening the lifetime of impxired lives without necessarily increasing 
years of productivity. Another phase should not be overlooked. If there is 
increased average vitality of the older worker, there will be more surviving 
to retirement age to collect a pension and this must be recognized in pension 
calculations, 

The benefits of a plan must be reasonably predictable in order to have 
reliable cost calculations. Benefits based upon some form of final salary can- 
not be predicted with a precision that warrants confidence. In my experience, 
two different quite reasonable salary scale assumptions can be used and widely 
differing cost figures be produced. When the actuary is asked to predict an 
almost unpredictable event, actuarial calculations may degenerate to mere 
arithmetical exercises bringing satisfaction only to the calculator. 


As to adequacy of contributions, the employer needs reliable figures at 
the start in order to determine what plan he can afford, and whether the outlay 
is one which he may reasonably expect to continue in the future. Under the 
deferred annuity contract, adequacy is assured by the disclipine of regular 
contractual payments. Under the trusteed plan and deposit administration 
contract, some discretion in varying payments rests with the employer. To the 
extent that this discretion is exercised, the employer is taking the responsibility 
for determining pension contributions. He may be poorly equipped to exercise 
that function and may make an unwise decision on occasion. The successful 
funding of a pension plan, where discretion exists, calls for a ‘‘ will-to-fund’’ 
just as in baseball, the outstanding player must have that extra plus—the 
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‘‘ will-to-win.’’? The ‘‘will-to-fund’’ is the weakest, probably in the case of 
many of our state and municipal programs discussed by Mr. Buck. 

While there is no need to be prepared for the employer going out of exist- 
ence in the case of such plans, actuarially sound funding is imperative to se- 
cure a fair distribution of the taxpayer’s load. Future generations of tax- 
payers will have enough burdens without being saddled with a pension cost 
that former generations should have paid. Pensions for public employees 
should not be jeopardized by the uncertain financial capacity of our state and 
municipal government which may exist at a future time when pensions are 
being paid. 

In conclusion, I wish to mention briefly several other matters related to 
actuarial soundness. 

Actuarial soundness, as I have conceived it, results in covering pension 
costs by the current production of the workers who are to enjoy the benefits; 
sound cost accounting is achieved and a more accurate picture of earnings is 
produced. Funds may be accumulated to support vested benefits for employees 
who move to other employment. The deferred annuity contract of the insurance 
company is particularly well-adapted to perform this service. 

Another matter is the ‘‘ Equity Variable Annuity’’—a new development in 
the pension field which has a unique characteristic of actuarial soundness. As a 
supplement to the usual type of pension plan providing benefits in dollars, pen- 
sion contributions are invested exclusively in common stocks and pensions are 
paid out in terms of annuity units. The value of the unit is variable depending 
upon the value from time to time of the equities fund, earnings thereon, and 
mortality experience. The assets are valued at market and both realized and 
unrealized capital gains and losses are recognized. The pensioner is guaranteed 
a life income of a fixed number of units but the value of the unit in dollars 
goes up or down with the value of the total assets. This plan aims te benefit 
the pensioner directly by future appreciation of equity investments. If these 
values rise in some relation to a future inflation, a valuable hedge is provided 
against decrease in the purchasing power of the dollar. As to actuarial sound- 
ness, there is an automatic equating of assets and liabilities so that one may 
say that perfect actuarial soundness is achieved. (This is an actuary’s dream! ) 
In addition to the College Retirement Equities Fund, at least one private em- 
ployer has put such a plan into operation. 

As a final item, you will not be surprised if I point out that I believe life 
insurance companies have contributed greatly to actuarial soundness in the 
pension field. This has been done by (i) promoting sales of group annuity and 
individual policy contracts, (ii) construction of mortality tables, (iii) produc- 
ing a preponderance of technical papers on pensions, and (iv) development 
and training of young actuaries who later enter the consulting field. In brief, 
insurance companies have played, and will continue to play, a large role in 
promoting actuarial soundness in pension programs, There are still challenging 
problems and panel discussions like this should not only highlight them but 
stimulate us to find improved solutions. 
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So many statements are made as to what constitutes actuarial soundness in 
a retirement plan that I should like, first, to present my concept of an actu- 
arially sound retirement system. Furthermore, I should like to confine my re- 
marks to staff pension plans and not touch upon the field of old age benefits for 
the general public. 

In my opinion, an actuarially sound retirement system is one which sets 
forth a plan of benefits and the contributions to provide these benefits, so 
related that the amount of the present and contingent liabilities of the plan 
as actuarially computed as of any date will at least be balanced by the amount 
of the present and contingent assets of the plan actuarially computed as of 
the same date. 

Financially sound reserve retirement systems that have contingent assets 
and liabilities, which cannot be measured except by use of actuarial processes, 
usually employ an actuary; and, because sound systems employ actuaries, I 
think that some people are inclined to think that any plan which has an actuary, 
who makes calculations in accordance with correct actuarial principles, is a 
financially sound plan. In other words, I think that some people consider that 
if a plan is actuarially sound it measures up to a certain standard of financial 
soundness upon which they can rely with safety, just as the stamp of ‘‘ster- 
ling’’ on a piece of silver indicates a certain standard of fineness in its 
makeup. This notion, I think, is wrong, because I think a plan can be actuarially 
sound and still be financially weak and possibly headed for ultimate difficulty. 

Among the earliest governmental plans, the benefits were set forth in detail 
but no provision was made for aevance financing of the cost. The pension 
law merely gave a promise to pey the pensions as they matured. It might be 
said that if the promises of the employer were backed by resources sufficient 
to make them good, the plan was actuarially sound, but I would not consider 
the method of financing good for a staff pension plan. 

Among the trusteed and governmental plans of today we find three main 
methods of financing, which involve some advance funding, all of which may 
be considered to meet the test of actuarial soundness. Certain of the negotiated 
plans operate on the so-called ‘‘terminal funding basis.’’ On this basis no 
contributions for pensions are made by the employer in advance of the em- 
ployee’s retirement. When an employee retires, the reserve to provide his 
retirement allowance is set up in trust. 

Then we have the plan providing that each year during the active service of 
employees there shall be paid to a trust fund or an insurance company an 
amount to cover the cost of the pensions assumed to arise on account of the 
service of each active employee during the year, with appropriate payments 
for any accrued liability. This method of financing is the so-called ‘‘single 
premium deferred annuity’’ method. Under this method the cost for individual 
employees increases each year. After the accrued liability is liquidated, the 
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trust has money at all times not only to provide the future pensions to those 
retired but also to provide for the payment of the part of the pensions which 
has been earned by employees who have not yet retired. I should say that this 
is a better type of financing than either the cash disbursement method or the 
terminal funding method. 

Finally, we may consider the plan which provides for regular payments to 
a trust, during the active service of employees, sufficient to accumulate reserves 
to provide the benefits as they mature. Contributions are made under this type 
of plan in such a way that, barring abnormal changes in the business, the 
contributions represent a uniform percentage of the payroll from year to year 
so that adequate reserves on account of both active employees and pensioners 
will be built up, without the plan calling upon either the employees or the 
employer for contributions at an increasing percentage of the payroll. Under 
such plans, which are referred to as the ‘‘level percentage reserve plans,’’ 
the employer does not have to anticipate that the pension plan will become an 
increasing burden on the business or on the profits of the business as the plan 
grows older. This is the best type of financing with which I am familiar. The 
majority of sound trusteed and governmental plans are on this basis. 

Let me illustrate the various methods by an example. For simplicity, sup- 
pose we take a man entering service at age 20 on a salary of $2,000, who con- 
tinues at this salary to age 60 and then retires on a $1,000 pension. Under the 
plan which promises to pay but makes no advance provision for the pension, 
that is, which operates on the non-reserve or cash disbursement basis, no con- 
tributions would be paid for forty years, and then $1,000 would be paid each 
year, for an expectation of life of say 17.55 years. The total payments to the 
plan would be $17,550, or 21.9 per cent of the total compensation paid for 
active service, which was $80,000. 

Under the terminal funding plan, no payment would be made for forty years 
and then a lump sum payment of $12,893 might be made to cover the pension 
payments. This lump sum would be i6.1 per cent of the total payments for 
active compensation. 

Under the single premium deferred annuity method, we would put in the 
fund the first year enough money to provide an annuity of $25 beginning at 
age 60, and repeat this operation each year until we had provided 40 such 
annuities, or our pension of $1,000. Payments might begin the first year at 
$77.53, and would increase each year until the final year when they would be 
$307.20. The total of the forty years’ payments would be $6,389, or 8.0 per 
cent of the compensation for active service. 

Under the level percentage reserve method, the percentage might be 6.9 
per cent and the payment would begin the first year at $138.69 and continue 
unchanged for the forty years. The total payments would be $5,548 and 
naturally they would be 6.9 per cent of the total salary payments. 

The figures show that the actual charges to expense or the actual taxes to 
be collected are less in the long run under the plans which accumulate reserves 
for pensions during the active service of the employees, because of the interest 
earned on the reserves. 

In the event that the employer goes out of business, or has to abandon the 
pension plan, the pensioners and active employees will have nothing under the 
first type of plan; under the second, the pensioners would be protected, but no 
protection would be given the active employees; but under the third and 
fourth types, both pensioners and actives would be protected for the pensions 
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ultimately payable on acccunt of their service prior to the dissolution, with the 
fourth type furnishing somewhat better benefits than the third. 

To summarize, the statement that a plan is actuarially sound is not enough 
to indicate to me that the plan will either protect the employee or the 
employer. We must go into the type of financing followed by the plan to know 
whether the employee can consider it as a real protection against the future and 
whether the employer is protected against obligations to cover liabilities of 
which he may not be aware. 

I have said that many of the earlier governmental plans used the cash dis- 
bursement or non-reserve basis of financing. New York City has the oldest 
pension plan in the country, and this method of financing its earliest systems 
was used. But gradually it has placed its systems on the full reserve basis. 
In contrast, Boston is now gradually taking its retirement system for general 
employees off the full reserve basis. I should like to talk about the plans for 
general employees in these two cities because they illustrate various aspects 
of actuarial soundness. I will confine myself to my personal knowledge, but 
this covers a period of more than thirty years during which time I have been 
employed regularly by the retirement systems of these cities for their general 
employees. 

The City of New York established its retirement plan for general employees 
in 1920. It finances the plan on a reserve basis with contributions paid as a 
level percentage of the payroll. The plan is operating on a sound financial 
basis, and is under the supervision of the State Insurance Department. Annual 
actuarial valuations of the system are made and the City’s appropriations are 
adjusted to meet changing conditions and to maintain the system in a sound 
financial condition. The system had some 592 million dcilars in cash and 
negotiable securities as of the close of its last fiscal year, and if it had been 
discontinued as of that date it would have had sufficient assets to pay the re- 
tirement allowances of those already retired and a part of the allowances of 
those in active service corresponding to the ratio of the service they have 
rendered to date to the total service they would have if they continued to the 
regular retirement age. The system is a sound financial institution and has 
an attribute that is found in all actuarial reserve retirement systems financed 
on the level percentage basis, namely, that if it continues to cperate under 
the provisions as now set forth in the existing law, the contributions of the 
employees and the City, expressed as a percentage of payroll, will normally 
continue without increase during the future. 

Boston has plans nearly as old as those in New York. In 1922 during the 
administration of Mr. Calvin Coolidge as Governor, the City of Boston adopted 
an act passed by the legislature which created a retirement system for the 
City employees, which was less liberal in benefits than that of New York City 
but was to operate on an actuarial reserve basis, with the level percentage 
contribution method of financing. This system operated soundly and success- 
fully until 1946. At that time the Massachusetts legislature passed a new 
pension law which any city of the State could adopt for its city employees. 
Boston accepted this new law which provides substantially increased benefits for 
employees, a lesser proportionate increase in employees’ contribution rates and 
a substantial reduction in the contributions of the City of Boston. 

Boston adopted the new law for all new employees and for all members of 
the existing sound system who elected to come under the new system, which is 
ealled the State-Boston system. All a member of the reserve system had to 
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do to get the increased benefits of the new system was to increase his con- 
tribution rate from 4 per cent to 5 per cent of his salary and waive his claim to 
the reserve held on his account in the reserve system of Boston. The financing 
of the new State-Boston system, so far as the benefits not provided by employee 
contributions are concerned, and these are the major benefits, is on the basis 
which I first described, that is, the non-reserve basis. 

Under the State-Boston system the present accruing liability for pensions is 
simply passed on to posterity and no actuarial valuations are made. Apparently 
no one is officially concerned with what posterity has to pay. Instead of having 
reserves to back up prospective pension payments, the new system depends on 
the so-called ‘‘taxing power’’ of the City. The system is headed back to the 
situation in Boston that existed in 1912. I mention 1912, because in 1912 there 
was a Pension Commission in Boston created by the state legislature. The 
members of this commission considered that Boston was unfortunate in not 
having established its then existing pension systems on a reserve basis and for 
not having actuarial valuations of the liabilities assumed under the plans. It 
referred to New York City as having similarly established pension plans with- 
out reserves and without anticipating the heavy pension payements that re- 
sulted later. Now, thirty-five years later, the State has reverted to the old 
basis of financing which was then condemned, or the basis of experience prior 
to that date. 

If we contrast the situation in New York and Boston, we find that New 
York City has liberalized its benefits since 1920, but with each liberalization 
have come proportionate increases in employees’ contributions and increases 
in taxpayers’ contributions. New York knows what its future liabilities will be 
and the taxpayers that are promising the increased benefits are paying for 
them. Posterity will not inherit a deficit in the retirement system. Employees 
are not dependent on the generosity of future taxpayers to pay the pensions 
which are being promised. Both taxpayers’ representatives and employees 
kick against the increased contributions, but is it not better to know the cost 
and pay it, than to increase the cost without knowing the extent of the increase 
and to leave provision for paying it unsolved? 

In Boston the liberalization has come, but employees’ contributions have 
not been increased in proportion to the increase in benefits. This seems 
wonderful for employees, but is it? The City administration has had a wind- 
fall in that it has had an unanticipated reduction in its coniributions, which 
seems wonderful for the City, but is it? 

Apparently one actuary thinks that with the ‘‘ taxing power’’ no reserves 
are needed and with no reserves there is no need to take into account today 
the liabilities that posterity will need to meet. Either posterity is going to pay 
the pensions allowed on account of service rendered by employees to present 
taxpayers or they are going to say that the employees should have known that 
they were gambling with their pensions when they waived their rights to their 
reserves and permitted them to be dissipated, and that they should not expect 
the new generation to pay pensions for service rendered to the former genera- 
tion, whom the employees had released from payment. In the past there have 
been certain instances where a state or municipal government has refused to 
pay pensions promised by prior generations of taxpayers and has cut the 
pensions of those already retired drastically. In Boston some employees have 
not waived their rights to their reserves and are continuing with lower pension 
promises but with greater security. 
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The Massachusetts State law also destroyed sound reserve systems of 
several other cities that had spent years building up reserve systems to teplace 
former systems which were on a non-reserve or cash disbursement basis. One 
city in Massachusetts has not destroyed its reserve system but is continuing 
its old sound reserve level percentage contribution retirement system with 
additional pensions equal to the difference between the old and the new 
benefits provided under the new State law. This difference is being financed 
on the cash disbursement basis. To me, it is very heartening to see city officials 
of this city follow what they consider a sound financial program, when for a 
temporary period they could cut the budget and blame any disastrous results 
on the State. 

To me, an actuarially sound retirement system should be financially reliable 
also and should be a system under which the new employee entering under its 
provisions should have set aside currently, as his compensation is paid, con- 
tributions to a trust fund or an insurance company, which with the interest 
accumulations thereon will produce a reserve to pay his pension by the time he 
retires, so that no further payments will be needed on his account to assure the 
payment of his allowance for life. This procedure will guarantee the payment 
of any pension proposed on account of his service as he renders it and he will 
not have to depend on a friendly group of taxpayers in the future or a 
friendly group of future stockholders to pay his pension. Under the reserve 
plan the employer is equally protected. He knows what his obligations are. 
He is not building up expenses to force him out of his competitive market in 
the future, and he is charging the proper amount to the cost of doing business 
today. 

In 1910, a committee appointed by the British President of the Board of 
Trade, then Mr. Winston 8. Churchill, produced a report on the British Rail- 
way Superannuation Funds which was presented to both Houses of Parliament. 
The report recited the history of certain funds operated on the reserve basis 
and others on the non-reserve basis, but with a guarantee from the employer 
that the pensions would be paid. In closing I would like to quote five sentences 
from Paragraph numbered 96 of the report since I find myself in agreement 
with them: 


**96. In connection with this subject we think it right to refer to the 
absence of provision for actuarial valuations in the schemes for guarantee of 
the Funds. It has been suggested by certain witnesses that the guarantee 
renders any valuations unnecessary; and the same point is stated in the pre- 
amble to the London and North Western Railway (Superannuation Fund) 
Act of 1907, under which the Fund of that railway was guaranteed. With this 
opinion we are unable to concur............... Not only is it of importance 
that the members of the Funds should be enabled to ascertain to what extent 
they are relying for their pensions upon the resources of the companies, but it 
would also seem indisputable that ordinary business prudence requires that the 
exact position of the matter should be ascertained by the best means available. 
Therefore we consider that periodical valuations should be made even in the 
case of guaranteed Funds.’’ 











Legal Implications of Actuarial Soundness 


Epwin §8. Couen, B.A., LL.B. 
Hatch, Root, Barrett, Cohen & Knapp 
New York, N. Y. 


The determination of actuarial soundness of pension plans raises a number 
of difficult but fascinating problems for the lawyer. It is a field so relatively 
new that little can be gleaned from study of court decisions, and yet the legal 
problems which loom on the distant horizon are of such potential magnitude, 
dollar-wise, that the lawyer should, with the actuary, pause at year-end 1952 
and take stock as to where we are and where we are headed on this issue. 

What are the more important legal ramifications of the problem? The great- 
est single influence on the tremendous recent growth of pension plans was the 
enactment of the new provisions in the Internal Revenue Code in 1942 and 
the sharp increase in Federal taxes on income which came at that time. The 
principles followed by the Bureau of Internal Revenue in the administration 
of that law have had, in general, a healthy influence in the pension field. But, 
in the main, the Bureau is concerned from an actuarial standpoint with two 
aspects of supervision: (1) insuring that the employer corporation does not 
fund the plan too rapidly in years of good income and high taxes, and thus 
pass on to the Treasury too much of the burden of providing the pensions; 
and (2) insuring that the method of funding is not so inadequate that the 
plan might operate to discriminate in favor of officers, shareholders, or super- 
visory or highly compensated employees. But aside from this limited area of 
possible discrimination, the Bureau of Internal Revenue is not in a position 
to provide minimum standards of actuarial soundness, and we are not likely 
to develop an answer to the present problem from the tax authorities. 

Of great importance are a series of questions of mixed law, accounting and 
actuarial science regarding the reflection of the costs of pension plans in 
financial statements of the empioyer corporation. For example, on the public 
sale of securities, the Securities Act of 1933 requires the delivery of a prospec- 
tus to every purchaser in which is set forth balance sheets, profit and loss 
statements and other financial information, with heavy legal responsibility 
for the accuracy of the information. How are the company’s responsibilities for 
the cost of pensions, both for past service and future service, to be adequately 
reflected in order that the investor may be given information with which he 
can intelligently make his decision to invest or not to invest in the company’s 
securities? How condensed can this information be and what are the responsi- 
bilities for advising the investor as to the actuarial soundness of the company’s 
method of funding its legal and practical liabilities to provide pensions for 
its employees? 

Under state corporation laws directors are liable for paying dividends out 
of capital. To what extent are the directors under legal obligation to reserve 
funds to meet pension responsibilities before paying dividends to stockholders? 
Or if a corporate debenture requires maintenance of certain asset coverage, to 
what extent are persion responsibilities to be reflected as liabilities? Again, to 
what extent may a public utility include pension costs as an expense in the 
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determination of rates it may charge to consumers? And for excess profits tax 

purposes, where a company is permitted to earn 12% on its so-called ‘‘ equity 
capital,’’ to what extent are responsibilities to fund a pension plan to be 
subtracted from the base? 

These are not academic problems; they are intensely practical and realistic, 
and difficult of solution. They cannot lightly be disregarded by actuaries as 
being primarily for lawyers and accountants. Nor can lawyers and accountants 
dismiss them as being largely actuarial matters. Only through the combined 
conscientious efforts of all three professions can adequate solutions be found. 

From a strictly legal standpoint, the decision on some of these points may 
by affected by the provision generally found in pension plans stating in effect 
that the company has no responsibility to continue the plan in operation, 
whether on an actuarially sound basis or net. This defense may not be avail- 
able where there are provisions in union contracts requiring the company to 
keep the plan on a sound actuarial basis, at least for limited periods. And 
whether there is a legal liability or not, a steadily advancing moral conscious- 
ness of the need for continuity of pension plans prevents the lawyer from plac- 
ing too much reliance upon the lack of strict legal liability. Particularly with 
respect to the need for presenting accurate information to creditors, stock- 
holders, prospective investors and employees, the absence of technical legal 
liability on the company may prove a slender reed on which to rely. The moral 
responsibility to employees—indeed frequently the practical necessity of 
continuing a pension plan as a matter of labor-management relations—cannot 
be disregarded. 

If problems of this type find their way to the courts in litigation, I am not 
sanguine about the possibilities of finding solutions through judical decisions. 
Courts of law are forced to decide only the immediate cases before them, based 
upon the particular factual setting presented by the evidence, including the 
opinions of the particular experts who testify in the case. The decision will 
be made by judges who, though accustomed to the responsibility of deciding 
difficult issues in varying fields, will not themselves be experts in actuarial 
science. And with forty-eight state judical systems, in addition to the Federal 
eourts, conflicting rules are quite likely to develop. Eventually, if the situation 
is permitted to drift, I believe that some form of state or federal regulation of 
pension plans is almost certain to develop. There are involved too many billions 
of dollars and too many millions of employees without some adequate standards 
of conduct and supervision to be prescribed. The mushroom growth of the 
pension field has in it, I fear, the seeds of conditions which led in other fields 
to the regulation of security issues in the Securities Act of 1933, of investment 
companies in the Investment Company Act of 1940 and other instances too 
numerous to mention. 

I believe strongly that every effort should be bent to avoid governmental 
regulation. With regulation there would doubtless come some loss of flexibility, 
imagination, and ingenuity which has beer the wellspring of progress in this 
field. But in a situation involving such vasé sums of money and affecting one 
of the great social problems of our age, those who would avoid government 
regulation must, I believe, regulate themselves. 

I submit thet this self-regulation involves the setting up of actuarial 
standards in the pension field. By this I do not mean that one is simply to 
determine what is ‘‘actuarial soundness’’ and no more. As Humpty-Dumpty 
said long ago, in Through the Looking-Glass, ‘‘When I use a word... it 













ax 
ity 
ic, 
its 
ty 


ct 
n, 


rn ee ee — oe — | 


=_lhC<“i 7) 





What is Actuarial Soundness in a Pension Plan? 61 


means just what I choose it to mean—neither more nor less.’’ So, too, the 
phrase ‘‘actuarial soundness’’ will mean what we choose it to mean. And, I 
suspect, we may well conclude that we cannot draw a clear and sharp dividing 
line between actuarial soundness and actuarial unsoundness; there may be vary- 
ing degrees of actuarial soundness. The point of maximum importance is that 
there must be developed a glossary of terms applicable to various types of 
funding, methods of comparing the actuarial status of a particular plan with 
reasonable norms, and methods of imparting that information with reasonable 
clarity to creditors, stockholders, employees and others concerned. 

This task will be best accomplished by the actuaries themselves, They, far 
more than judges or government commissions, are equipped for the task, for 
they best know the problems and scientific principles involved. I would suggest, 
for example, that with the assistance of lawyers and accountants a group of 
the ablest and most experienced actuaries in the pension field should, as a 
service to themselves and to the public, prepare a statement of principles and 
standards of actuarial soundness in pension plans. This should inciude rules as 
to minimum standards and procedures to be followed by actuaries in making 
factual assumptions of mortality, disability, termination of service, salary pro- 
gressions, and similar items; minimum standards to be followed in making cost 
determinations; and minimum standards as to information to be set forth in 
initial and periodic actuarial reports regarding such assumptions and the 
method of funding being followed. With the adoption of such standards, the 
actuary would then be in a position to state that the report adequately reflects 
the current status of the plan in accordance with generally accepted actuarial 
principles. The chances of misunderstanding and consequent litigation would 
be minimized ; but if litigution none the less should arise, courts and administra- 
tive agencies could then vurn for guidance to the published pronouncements 
of a distinguished actuarial society. Such pronouncements would, I am sure, 
have e profound influence on the molding of the law in the pension field. 

I fully realize that such a task would be difficult and time-consuming, that 
there would be vast differences of opinion and that at times there would be 
many alternative solutions equally acceptable. But I firmly believe that with 
real determination it could be accomplished and that it would be of the greatest 
help in the pension field. As an example, I cite to you the work of the American 
Institute of Accountants which has attempted to standardize auditing pro- 
cedures and which has for a number of years issued a series of Accounting 
Research Bulletins advising as to methods of dealing with important items in 
financial statements. And I refer also to the work of the American Law 
Institute, a group of some 1,200 lawyers, judges and professors, who in the 
legal field have been engaged for many years in preparing the ‘‘ Restatement of 
the Law’’—an attempt to summarize the best judicial and lega! thinking in 
various fields of the law—and to prepare mode! statutes such as a Model Code 
of Evidence, a Commercial Code and now even a draft of a proposed new 
Federal Income Tax Statute dealing with nonpolitical legal aspects of income 
taxation. Financed by periodic grants from charitable foundations and with 
a paid research and editorial staff, the American Law Institute projects have 
performed a real service in the law. I suggest to you that under the aegis of 
the Society of Actuaries, or some new adjunct organization, a similar project in 
the actuarial field would perform a service of inestimable value. 

To summarize, at the moment, the principel legal problem involved in 
actuarial soundness lies, I believe, in making reasonably certain that the various 
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parties concerned—stockholders, creditors, employees—are adequately informed 
as to basic facts regarding the actuarial status of each plan, and that actuaries 
may be in a position to confirm that the calcultions have been made in accord- 
ance with principles generally accepted in the actuarial field. The vital issue, 
as I see it, is not merely one of determining what plans may be classed as 
actuarially sound and what may not, for not only may there be conscientious 
differences of opinion on this score but there may also be vast differences in 
the capacities of the employers to fund the pensions of their employees. Rather 
the vital issue is that all concerned be able to know the facts of each case—the 
stockholders to know the probable costs, both present and future, and how such 
probable costs have been determined, and the employees to know how relatively 
secure are their anticipated pensions. The methods of preparing and presenting 
this information on an adequate basis should be standardized so far as possible 
and should be prescribed largely by actuaries speaking as a recognized body. 
As ‘‘truth in securities’’ was a frequent cry some twenty years ago, so ‘‘ truth 
in pensions’’ must be a watchword in the years ahead. 











Labor's View on Actuarial Requirements 
for Pension Plans 


SoLomon Barkin, B.S., M.A. 


Director of Research 
Textile Workers Union of America 


Trade-unions, early in the days of the current pension movement, directed 
their attentions to establishing benefits for the superannuated and those about 
to be retired. The actuarial aspects of the plans were therefore of secondary 
interest. This delay was most fortunate. Instead of being engrossed in argu- 
ments on technical issues and dismayed by the calculations of the insurance 
companies, actuaries and employers, such as were formally presented in the 
steel case, they fought for and secured the adoption of retirement or super- 
annuation benefit programs, now an integral part of the entire system of wage 
payment. In a period of four short years, great strides have been made in 
producing real retirement systems, with impressive capital reserves for em- 
ployees, to be utilized upon their retirement or to be draw upon by workers in 
the form of separation pay to aid them in their adjustment to new jobs or 
responsibilities in our highly dynamic economy, Different types of funding 
programs adapted to individual cireumstances are now in existence. 

It is fortunate for the insurance companies and actuaries that trade-unions 
did not heed their over-conservative assumptions and prognostications. For if 
the insurance companies and actuaries had prevailed, they would not now be 
enjoying the expansion in business, increase in prestige and the new insights 
and knowledge they have gained. Nor would they have acquired the under- 
standing of the many new social and human factors affecting actuarial calcula- 
tions. Trade-union bargaining power and watchfulness for the adequacy of the 
funds to meet obligations have in-part been substituted for regular additions 
to the cost of the plan, the technique relied upon by conservative actuaries to 
insure soundness, or the ability to meet prescribed obligations. 


FLAT BENEFIT PLANS 

Current developments may be appraised through analysis of the plans for 
production workers in individual companies and reference may then be made 
to the other types of programs, such as pooled industry funds. The first plans 
negotiated immediately after the Inland Steel decision and the announcements 
of the findings of the Fact-Finding Board of the steel industry, centered pri- 
marily arouné a program of providing retirement benefits of $100 (including 
primary old age security benefit) for employees with 25 years of service with 
a company, with reduced amounts for employees with lesser service. It created 
a system of superannuation benefits as distinct from a full advanced funding 
program with early vesting privileges for its members. The flat benefits 
systems have remained central to collective bargaining plans. The unions, in 
the greater number of cases, relied upon the financial solvency of the particular 
company in the years ahead to meet the obligations. The contracts provided 
few directions on funding. These minimum regulations left the managements 
free to choose their own procedures for financing. 
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Individual managements with such contracts have followed varied courses, 
some even adopting full advanced funding. In part the continued criticism by 
actuaries and insurance companies of the flat benefit plans and the vagueness 
of their funding systems, characterized by one as. ‘‘paleolithic’’ and ‘‘simple 
brutality,’’ prompted individual employers to adopt formal funding programs. 
But the union emphasis in these programs was upon benefits, usually flat bene- 
fits, particularly in the less prosperous and civilian market oriented industries. 


FIXED HOURLY COST PLANS 


The practice of providing superannuation benefits had hardly taken root, 
when another significant guide in collective bargaining made itself felt in many 
negotiations. Fixed costs had not been crucial considerations in the formula- 
tion of prior unilateral systems, since the plans were usually freely devised by 
prosperous companies to meet their objectives. But in collective bargaining, 
cost is an negotiated item and once agreed upon is fixed for the period of a 
contract. In considering specific benefits, managements and unions tend to 
appraise them also in terms of costs, usually on a man-hour basis. Employers 
do so because the outlays are necessarily items of cost. To the union the benefits 
are alternate forms of workers’ wages or income. At times a wage settlement 
may be in the form of a total money package with the union and workers having 
to make their own choice as to the allocation of alternative benefits. This 
identification of benefits with wage values was promoted during periods of 
federal wage control when government agencies approved wage increases in the 
form of fringe, insurance and pension benefits, and frowned upon direct wage 
raises. The hourly monetary value of the benefits is therefore workers current 
wage claims on the employer. In the case of the full advanced funded retire- 
ment pension programs some part of the cost is a deferred wage claim not 
properly charged against current settlements with the union. 

The emphasis on the wage value of the benefits has also highlighted cor- 
siderations of competitive cost. Both managements and trade-unions are keenly 
aware of this factor in their negotiations. In some respects it is the most im- 
portant one. Its significance is reflected in the extensive influence of pattern 
wage and benefit settlements in the history of wage movements in the United 
States, both before and during the current era of extensive collective bargain- 
ing. Unions and managements in their negotiations keep clearly in mind the 
money value of the collective bargaining settlements. Irrespective of the real 
cost of the pension program, the tendency is to stipulate a fixed smount for 
the employer’s contribution which approximates the cost to competitive units, 

Much to the chagrin of the actuary, contracts in large numbers specify 
both fixed benefits and contributions. While their relationship may be loose in 
the formal sense in which the actuary would like to see them tied down, such 
a procedure is not confounding to the collective bargaining parties. They have 
immediate objectives such as retiring specific groups of persons, or laying a 
foundation for future developments. They are aware of the working relation- 
ships within the collective bargaining process which allow for periodic reviews 
and frequent changes in the light of later developments. The flexibility of the 
collective bargaining process is as applicable to pension programs as to any 
other phase of the bargaining relationship. The actuary operating on con- 
servative principles of loading his cost figures against all eventualities, and 
assuming the ultimate termination of plans, and insisting on accelerated 
funding, must learn to relax them ‘‘where the parties so desire’’ in view of 
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the underlying assumption of the continued existence of the business, one on 
which the accountant constructs his accounts, and the opportunities for re- 
current adjustments in the rate of contribution. Long periods for amortizing 
past service costs are preferred by unions since they permit more liberal im- 
mediate benefits and lower annual costs. 

The size of the contribution in the above types of agreement is no longer 
at the company’s discretion. It is fixed. The funds are deposited irrevocably 
in a trust fund. The agreement with the Ford Motor Company specified a 
system of flat benefits, and the company’s contributions were defined in the 
memorandum of agreement to be about 8% cents. Later the contract defined 
the financial obligation as being equal to the cost of funding current service 
and amortizing past service over a period of 30 years on a level basis. The 
issue of fixed contributions deposited in trust funds was dramatized in 
the Chrysler strike. The UAW-CIO fought for and won, by means of a strike, 
the acceptance of this principle of the fixed contribution and a separate fund. 

Four different types of fixed costs systems have been developed. We have 
reported two methods: the hourly rate and the agreement to pay for current 
and past service funding as actuarially determined. The other two are fixed 
percentages of payroll and fixed charges on units of output. Ail of these may 
be found in current collective bargaining contracts. ; 

The statement of the employer’s cost and its deposit in a trvst fund 
separate the pension monies from the company’s finances. This development 
reflects the determination to identify the payments as alternate money incomes 
to which the workers have a distinct, definite and legal right. The use to which 
it is put must be subjected to workers’ careful scrutiny. A fixed definite cost 
allows the negotiations to provide uniform treatment to competitors. 


UNION EMPHASIS ON SOUND FUNDS 

The segregation of funds has also brought to light more strongly the 
demand that the fund be adequate to meet obligations. A current union 
demand in negotiations is actuarially sound plans. The view is expressed that 
eash must be in the bank to guarantee the benefits. Union trustees of a 
pension plan develop a growing concern for the ‘‘soundness of the plans.’’ 
They seek adequate data and actuarial reports. Independent advisers have 
been called in to provide such information. Several international unions are 
regularly advising the trustees on specific plans by providing advisory services 
and helping interpret the data. The UAW-CIO Social Security Division has 
been manned specifically to discharge this responsibility. They have asked for 
checks on the value of the assets; the present value of the benefits payable in 
the future; the expected future contributions; the present value of past serv- 
ice credits; the age, sex and length of service of active employees as well as the 
rate of mortality, disability, withdrawal and retirement at the respective ages, 
and the mortality experience of retired and disabled, and the interest rates. 

In contrast to the earlier reliance on the company’s solvency and good faith, 
some unions are insisting, in more recent contracts, upon adequate current 
contributions. Keenly aware of the significance of amortizing past service 
charges in assuring adequate resources for retirement, they are promoting the 
funding of past service charges in the light of the position of individual 
companies and local bargaining situations. Higher contributions than those 
provided in pattern settlements have been requested to establish adequate 
funding of past service credits. Companies in the excess profit tax brackets and 
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others financially able to do so have also favored accelerated funding of these 
charges lest a change in tax rates increase the plan’s cost to the company, and 
to minimize the financial problem in later, possibly leaner, years. 


In line with this desire for adequate funding to sustain the benefits, union 
administrators of jointly managed pooled industry funds tend to be most con- 
servative. As these are financed through fixed contributions, administrators 
may resort to delays in the payment of benefits to build up resources or start 
the fund with modest benefits and allow for future improvements in benefits. 
Union trustees are particularly sensitive to the need for keeping faith with 


commitments. 

Union disapproval of profit-sharing systems as methods of financing these 
funds is quickly understood in view of this insistence on adequate funding. 
Profit-sharing plans produce uncertain returns which do not regularly match 
obligations, They are unsuited to plans specifying definite benefits. They can- 
not provide even modest pensions to the older employees. Even as supplements 
to more definite plans for financing of past service credits the procedure is 
questionable. For the most part, profit-sharing has been adopted by employers 
of unorganized plants with vague pension commitments, who have wanted 
the benefit of public displays of good practice to satisfy the work force or the 


community. 


CURRENT MOVES FOR EARLY VESTING AND SEPARATION PAY 


The segregation of the funds and the definition of the level of employer 
contributions have also encouraged proposals for a better benefit structure. 
The monies belong to the workers. How could they be best applied? Early 
vesting privileges have been promoted. Where pension plans were established 
prior to the current movement, demands for such arrangemerts have invariably 
been made. Another similar proposal is for the transference of credits from 
one company to another as the employees move, For full realization of this 
objective, the plans of different companies for the same industry must be 
standardized as are now the plans for the plants of the same company. Pending 
the realization of this arrangement, early or immediate vesting will permit 
the worker to purchase rights in the plans of the companies by which he is 
subsequently employed. In industry-wide plans, of course, such transferability 
of rights is more easily effected since the entire labor market tends to be in- 
eluded in the plan. 

In newer industries with significant proportions of younger persons, large 
numbers of women, or those devoted to military production with dim outlooks 
for continued employment, uaions have sought other uses for the funds. The 
employers’ contributions are fixed and therefore the fund is being built up. The 
low age, and bigh turnover make for low pension costs. Workers have therefore 
sought separation pay. Instead therefore of providing for discounts for 
severance in the actuarial calculations, the funds, like those of most insurance 
companies, make no such allowance. A schedule of separation benefits is 
specified, eustomarily with provisions for early vesting of pension rights. The 
IUE-CIO has done most to advance these programs, having about a dozen in 
operation. One such plan provides severance pay to workers with 3 or more 
years of service equal to a stipulated increasing sum for each year of added 
service, plus 244% interest. Employees 50 years of age or over with 10 or more 
years’ service, gain vested rights in a pension. 
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OTHER DEVELOPMENTS IN THE FINANCING 
AND ACTUARIAL CONSIDERATION OF PENSION PLANS 

Recent developments have also brought to light other issues affecting the 
financing of bargained plans. First, contributions to the pension programs need 
not be stationary. The rising rate is illustrated by the experience of the coal 
miners fund which rose from 5 to 40 cents per ton. Other industry plans 
administered jointly by management anad unions, inclading those for the cloth- 
ing industry, have had similar experiences. 

Second, the federal pension benefits have been increased twice during the 
current pension movement and a third increase is probably in the offing, Unions 
have sought in newer plans to have workers enjoy the full benefits of these 
higher federal rates rather than lower the employers’ contributions. Where 
flat benefit plans are in existence without fixed contributions, unions have 
urged that no more than one-half of the increase in benefits from the change 
in federal social security benefits be recaptured by the employer. A number of 
plans are now raising the flat or minimum benefit to $125 per month, The 
tendency is definitely to sever the private pension benefits from those granted 
by the Federal Security System so that the workers will enjoy the full ad- 
vantage of higher federal benefits. 

Third, unions participating in the administration of plans are also asking 
for the actuarial ‘‘gains’’ to be plowed back into the fund rather than serve 
to relieve employers of their costs, The use of low interest and low turnover 
rates have netted impressive gains. Even more significant is management’s in- 
creased willingness to prolong the employment of older workers and in some 
cases to scrap all provisions for compulsory retirement. Systems of review of 
individual employees eligible for retirement tend to extend the individual’s 
work life span, The current labor stringency has given support to the prevailing 
feeling against compulsory retirement so that actual retirement will be con- 
siderably postponed beyond the ‘‘normal’’ retirement age. Moreover, the 
voluntary return of retired employees has reduced the charges on the retire- 
ment plans. A number of actuaries have agreed, in negotiating plans, to build 
their estimates on the assumption of an average age of retirement at the age 
of 67 instead of 65, which may reduce costs by as much as 15%. Similarly, the 
large number of man-hours enjoyed in most heavy goods industries means high 
contributions under most plans with fixed contributions. Funds are being built 
up at a much more rapid rate than originally assumed \y the actuaries. 

Increased familiarity with the operation of these plans has encouraged 
union preference for self-insured as compared with insured plans. The usual 
carrying charges of 5 to 8% demanded by insurance institutions can thereby 
be substantially reduced. Such trusteed plans eliminate the costs of commis- 
sions and insurance carrier profits. Trusteed plans lend themselves also to joint 
labor and management administration of the plans, which form of administra- 
tion is highly favored by unions. Similarly, thought has also been given to 
having the joint labor-management committees act as trustees in the handling 
of the funds, but the latter procedure has proven practical only where the 
funds are invested exclusively in government bonds or good trust-worthy invest- 
ment counsel is available. 


IMPROVED BENEFITS 


Besides insisting on the fund enjoying the full measure of these actuarial 
‘‘gains,’’ unions have given thought to improvements in benefits. We have 
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already noted the developments toward earlier vesting and separation benefits. 
Another current proposal is to supplement the benefits with cost-of-living add- 
ons, which would be related, as the wage escalator clauses, to the changes in the 
Consumers’ Price Index. Another issue is more adequate benefits for the 
permanently and totally disabled. Federal benefits are really non-existent ex- 
cept for the needy so that special consideration must be made for them under 
the private pension programs. To assure fair administration safeguards require 
a test of the person’s ability to work at any occupation plus arrangements 
for rehabilitation, and clinical rather than single physical examinations. 
Malingering has not appeared as a corrosive influence in the administration of 
these benefits. 

With greater opportunities for employment at older ages, negotiators of 
pension plans have developed techniques for granting these workers higher 
benefits than they would receive at the ‘‘normal’’ retirement age. Some plans, 
particularly insured ones, provide for a guarantee of a minimum number of 
monthly benefit payments. 

Benefit formulas are also being changed from fiat sums to a graduated 
seale varying with length of service, so that employees with longer service se- 
eure higher than minimum benefits. The flat sums are becoming minimum 
guarantees rather than actual uniform benefits. Some new plans are reverting 
to the more traditional arrangements of tying in benefits to both levels of 
income and length of service, thereby facilitating the integration of the general 
plan with those for the salaried and higher paid employees. The funding of 
such programs introduces a number of difficulties since they tend to relate 
pensions to the earnings for a short period of years just prior to retirement, a 
level which is not easily predictable. 

Among the other issues raised are demands for more adequate benefits for 
eurrent pensioners and survivor benefits to supplement federal benefits. 


CONCLUSION 

Pension programs have undergone many changes during the current move- 
ment and particularly since 1949. The first negotiated plans tended to be of 
the flat benefit type with or without specific requirements respecting funding. 
But later programs were built on fixed contributions, out of which many de- 
velopments have evolved. The segregation of the pension fund and its admin- 
istration by a joint committee have brought new actuarial problems to the fore. 
The very dynamics of our society and the vagaries of human behavior have 
made necessary repeated reviews of actual experience which invariably depart 
from the early assumptions. Funds built on conservative principles have shown 
impressive actuarial gains. On the other hand, the increased growing compre- 
hension of this entire mechanism by the trade-union leaders has also provided 
a base for adapting the benefits to the peculiarities of different industries and 
groups of workers as well as improving them so that actuarial re-evaluations 
have had to be made. 

Unions are keenly aware of the need of keeping ‘‘sound’’ pension funds. 
To them it means being sure that the plans’ funds will meet the obligations. 
But there are approaches to and methods of actuarial caleulation other than 
that followed by the conservative actuary seeking contributions at a rate which 
will guarantee safety against a wide variety of eventualities, and which assume 
wholesale retirement at the normal retirement age. They are also well armed 
with the experience that the rate of contribution is not necessarily fixed. It ean 
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be raised if conditions require it. In an expanding economy actuarial gains 
and higher contributions provide the base for improved benefits. Pensions 
should be adequate to enable those unable to work to retire voluntarily with 
reasonable financial security. These programs must not be the vehicles for 
forcing the retirement of older workers. Self-administration by joint commit- 
tees of management and unions affords the greatest opportunity for promoting 
realistic collective bargaining and effecting the changes in administration, 
benefits and contributions which will better realize the purposes of the plan. 








Part II—Review of the Year 


Life Insurance 
By 


ALFRED N. GuERTIN, Actuary 
American Life Convention 


The year 1952 in the life insurance business was one of healthy growth 
without spectacular events or problems. While inflationary pressures continued 
during most of the year, tendencies toward a leveling off began to make them- 
selves felt during the last few months—a decidedly salutary factor for policy- 
holders as a class. This was accompanied by an upward trend in interest rates 
both short and long term—to be reflected in a more favorable net return on 
investments to be made evident statistically when the year’s results become 
available. These generalities will be developed more specifically in the follow- 


ing pages. 
Life Insurance Growth. 


The year 1952 brought forth a continuation in consistent degree in the 
upward production results of the years just passed. Throughout this era in our 
economy, life insurance has shown persistent growth. 


At the close of each year, the Life Insurance Association of America pub- 
lishes figures as to the amount of new business written in the United States. 
These are consistent with those published monthly by the Life Insurance 
Agency Management Association. Based on reports of 429 companies doing 
ordinary business, 151 companies doing an industrial business and 146 com- 
panies doing a group business in 1951, these figures constitute reliable esti- 
mates of the aggregates for all companies. They are given for three years 
and exclude revivals, increases, dividend additions and reinsurance acquired and 
are given in millions. 

Life Insurance Sales in the United States 
1950 1951 1952 
Ordinary $17,287 $19,062 $21,600 
Industrial 5,400 5,461 5,800 
Group & Wholesale 6,204 4,927 6,000 


Total $28,891 $29,450 $33,400 


In the case of group insurance, only insurance under new contracts is given. 
It will be observed that there was considerable ground lost in the group insur- 
ance field in 1951 as a result of the wage and salary stabilization program but 
much of this was regained in 1952. 


Life insurance in force in the United States is also estimated by the Life 
Insurance Association of America prior to the close of each year. The data 
given below show the revised figures for 1951 and the new estimates for 1952. 
Figures shown are millions and reinsurance ceded has been deducted. 
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Life Insurance in Force in the Continental United States 







1951 1952 
Ordinary $160,210 $172,900 
Industrial 58,057 66,600 
Group 34,833 36,300 






Total $253,100 $275,800 

It should be observed that the number of policyholders in the continental 
United States, that is, the 48 states and the District of Columbia was esti- 
mated at 88,000,000. 

The growth of life insurance year by year always is impressive in figures. 
Absolute figures, however, do not always tell the entire story. Figures on popu- 
lation, family formation and national income could detract from their impres- 
siveness. The degree to which life insurance succeeds in or fails to outstrip 
these statistical measuring rods is significant. The following table gives the 
significant data for a period of three years. 















1950 1951 1952 

Population 153,000,000 155,750,000 158,450,000 
Families 44,200,000 45,500,000 ~~ 46,200,000 
Disposable Personal Income $205.5 billions $225.0 billions $234.4 billions 
Per capita Life Ins. in Force $ 1,500 $ 1,600 $ 1,700 
Life Insurance per family $ 5,100 $ 5,500 $ 5,800 
Life Insurance premiums to 

disposable income 3.6% 3.5% 3.6% 





These figures are subject to various interpretations. The reader can well de- 
velop his own. It should be observed, however, that trend lines will have been 
broken by the impact of wage and salary stabilization regulations establishing 
limits on the establishment of welfare plans. While this will have been most 
pronounced in the case of group insurance, it has not been entirely absent in 
the case of ordinary insurance, since this form of insurance was also affected 
because of its use in connection with pension trusts. 










Two important competitive problems caused the life insurance business 
particular concern during 1952. One of them is the favorable competitive situa- 
tion in which uninsured pension plans find themselves as a result of tax con- 
siderations, as cortrasted to those using the facilities of life insurance com- 
panies, as well as certain tax legislative proposals which could have serious 
unfavorable competitive facets. The other is the competitive aspect of govern- 
ment insurance in the form of social security, servicemen’s benefits, the threats 
of compulsory insurance and national health insurance. The extent to which 
these have affected or would affect life insurance growth is, of course, a matter 
upon which opinions differ. Nevertheless, some of these subjects will be dis- 
cussed in their appropriate places in this review. 













Investments. 


The extent to which life insurance investments contributed to our national 
economy was brought out in the annual report of James J. O’Leary before the 
Life Insurance Association of America at its December meeting. There was 
some shift in the distribution by classes as indicated in the following table of 
assets of all United States legal reserve companies. 
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(000,000’s omitted) 
1949 1950 1951 1952 
U.S. Government Bonds $15,290 $13,459 $11,009 $10,050 
Other Bonds 23,984 25,907 28,642 32,050 
Stocks 1,718 2,103 2,222 2,325 
Mortgages 12,906 16,102 19,314 21,275 
Real Estate 1,246 1,445 1,619 1,775 
Policy Loans, etc. 2,240 2,413 2,590 2,700 
Cash 908 1,005 1,112 1,150 
Other Assets 1,338 1,586 1,771 1,875 








Total $59,630 $64,020 $68,278 $73,200 


The growth of the mortgage portfolio from 21.6% of assets in 1949 to 
29.1% of assets in 1952 and the growth of industrial and utility bonds from 
31.1% of assets in 1949 to 35.7% of assets in 1952, during a period when 
assets themselves increased by more than 22%, reflects the tremendous amounts 
of money that have gone into housing and industrial development in the last 


few years. 

Direct placement of securities continued to constitute a major method of 
acquisition of securities, particularly by the larger companies. Governmental 
inquiry again took place, appearances having been made on behalf of the life 
insurance companies before the Securities and Exchange Subcommittee of the 
House Committee on Interstate and Foreign Commerce, opposing the suggestion 
that direct placements be brought within the purview of the Federal securities 
laws. It was pointed out that compulsory registration of direct placements was 
not needed for the protection of life policyholders and that registration would 
not solve any problems of distribution of direct placements. No legislation for 
this purpose was introduced and there is a general feeling among informed 
persons that none will be recommended. 


Industry and supervisory committees continued discussions of the general 
problems of valuation of securities held by life insurance companies. The staff 
of the Committee on Valuation of Securities of the National Association of 
Insurance Commissioners made detailed suggestions to that Committee, as did 
the Joint Committee on Valuation of Securities of the American Life Conven- 
tion and the Life Insurance Association of America. These dealt specifically 
with classification of bonds for amortization purposes, a prcblem complicated 
by the absence of market quotations and lack of published data relative to 
direct placements, but the close of the year found no significant change in the 
valuation rules for the year. The 1951 requirement for e security reserve was 
continued. It can be said, however, that the company committees and the Com- 
missioners seem to be tending more toward the same objectives currentiy than 
at any time in the recent past—a boding for good in this field. 

The upturn in income yield on investments begun in 1948 continued in 
1952 and the rate of interest earned on investments in 1952 is estimated by the 
Institute of Life Insurance at 3.25% before Federal income tax and at 3.05% 
after such taxes. This is an increase of 20 basis points in the first of these 
rates in three years. However, the rate still reflects the small yield derived from 
substantial investments made during and subsequent to the war years. New 
investments made in 1952 were made at higher yields than for many years in 
the recent past. Continuation will undoubtedly result in a declining cost of 


















Life Insurance 73 


insurance in the years to come and an enhancement of the competitive position 
of life insurance as compared to other modes of saving. 


Inflation and Insurance Company Cooperation. 


The change of administration of 1953 will have a substantial effect on 
government policy with respect to expenditures, taxation, debt management and 
controls. How these problems are solved will have important effects on the 
supply of investments, the supply of uninvested capital and the rate of income 
available on new investments. Most important of all however, from the view 
of policyholders, is the maintenance, over the long term, of the value of money. 


The interest of the companies in these issues in 1952 was shown by the 
active participation of life insurance companies and their officers in the volun- 
tary credit restraint program, their compliance in the mortgage field with 
Regulation X, the willingness of the group and pension writing companies to 
support, with all its inconveniences and adverse financial effects on their per- 
sonnel, the wage and salary stabilization program. In addition, the industry 
entered its plea for an independent Federal Reserve system at hearings before 
the Patman subcommittee of the Joint Committee on the Economic Report. The 
expectation is that the controversy, now a closed issue, probably has not resulted 
in loss in Federal Reserve prestige. , 


The closing, during the year, sf the Voluntary Credit Restraint Program, 
administered by the Federal Reserve Board with the cooperation of financial 
groups, ended what is considered by many as an effective device which accom- 
plished its objectives well. The life companies entered into this program with 
considerable enthusiasm and many company officers gave considerable in the 
way of time and effort to make it work. 


In February 1953, by Executive Order, the President terminated wage and 
salary controls, along with certain price controls which had been established 
under the Defense Production Act. Their ineffectiveness had already been 
demonstrated although, to the life insurance companies, they had been definitely 
hampering in the group insurance and pension fields. From their very incep- 
tion, however, life insurance companies had cooperated fully in attempting to 
make them work. The watchword was assistance in working out rules and regu- 
lations governing fringe benefits and cooperation freely given in recognition 
of the ultimate goal of controlling inflation. Certainly, no business has a 
greater stake in success in reaching this goal and cooperation reached the extent 
of real hampering of operations of the companies themselves, During the 
period regulations were in force, red tape and paper work of all kinds made 
it a serious undertaking to install a group insurance or pension plan and the 
1951 and 1952 production figures are testimony to that effect. 


As this manuscript goes to press, all the controls mentioned have been 
terminated, as has Regulation W limiting consumer credit. All were terminated 
during 1952 except wage and salary stabilization which saw its end in Febru- 
ary 1953, along with freeing from allocation of many different strategic mate- 
rials and rapid termination of price controls. At the same time we have seen 
government securities, following the new support policy of the Federal Reserve, 
sink to new lows with their deflationary effect probably offsetting, to a sub- 
stantial degree, whatever immediate inflationary trends might have been 
brought about by the sudden changes in policy relative to direct controls. 
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Income Tazation of Life Inswrance Companies. 


The year 1952 saw the extension for one year of the 1951 formula for 
the taxation of life insurance companies. It is yet too early to report on the 
revenue actually derived by the government on 1952 business, but estimates 
made during the year should be of interest. 


We have had three different tax formulae applicable to our business over 
the last ten years. We have seen two new ones over the last three years. 
Naturally, it is of interest to study the impact of these three formulae on each 
year’s business to see how they would have affected our business. Calculations 
in this field can be helpful as a guide for further action. In presenting these 
figures, I have drawn freely from the Actuary’s Report which I presented at 
the Annual Meeting of the American Life Convention in October 1952. Pending 
compilation of actual results, nothing has transpired to challenge the validity 
of the estimates then presented. 


Copies of company income tax returns are collected by the company organi- 
zations each year and are used in connection with various calculations. Data 
as to individual companies are never released but aggregate figures are subject 
to no such limitation. These aggregates, incidentally, cover all of the larger 
companies and most of the smaller ones. For practical purposes, they may be 
regarded as industry aggregates for U.S. companies and U.S. Branches of 
Canadian companies. 

The amounts of taxes for three years and significant aggregates giving 
rise to them are summarized in the following table (000’s omitted). 


Net Normal-Taz Total Taz 
Income t Net Income Income Tar Basis 


1950 $1,788,700 $1,710,700 $ 71,700 1950 Law 
1951 1,950,479 1,862,667 125,316 1951 Law 
1952 2,126,000* 2,028,000* 138,000* 1952 Law 


The relative effect of the 1942 and subsequent tax laws can be seen from 
the following table where all three formulae are applied to tax bases of the 
same years. Thus we have a record of what the taxes would have been had 
the three respective bases been in effect. 


Total Tax on Various Bases 
1942 Law 1950 Law 1951 Law 


1950 $27,000,000* $ 71,700,000 $ 86,000,000t 
1951 65,000,000* 124,000,000t 125,316,000 
1952 88,000,000* 160,000,000 138,000,000* 


From this table it will be seen that for the year 1951, extension of the 
1950 law, instead of adoption of the 644% formula, would have resulted in a 
tax lower by about $1,300,000 or about 1% of the total. For 1952, however, 
as was foreseen, the aggregate tax, estimated at $138,000,000 on the basis of the 


*Estimated tItem 11, Tax Return. 


t Estimated. 
¢{ Assume 544% tax rate to recognize the then corporate tax rate of 38% 
maximum, 
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644% formula, is lower by $22,000,000, or nearly 14%, than the amount which 
would be collectible if the 1950 law had been extended. For 1953 and subse- 
quent years if current trends continue, the differences would be still greater. 


Because of their usefulness in making estimates in connection with the 
federal income tax problem, I have tabulated in this report other statistical 
data developed from annual statements and tax returns of member companies. 
‘These include Secretary’s Ratios under the 1942 and 1950 laws as well as 
rates of interest earned on assets and rates of interest required to maintain 
reserves. 


Secretary’s Ratio Rate of Int. Int. Req. 
Year 1942 Law 1950 Law on Assets* to Main. Res. 


1947 100.66% 2.88% 3.000% 
1948 102.43 2.96 2.966 
1949 100.99 . 3.06 2.947 
1950 96.87 . 3.13 2.923 
1951 94.06 J 3.22 2.896 
1952 91.93 


In considering the impact of these taxes on life insurance cbmpanies we 
must not forget that they constitute only part of our tax load. State taxes on 
1952 premium collections will probably amount to over $152,000,000, other state 
imposts could exceed $20,000,000. With social security taxes, federal and state, 
estimated at another $25,000,000, companies may be expected to have incurred 
tax obligations, as a result of 1952 operations, aggregating an unprecedented 
total, excluding real estate taxes,‘of about $335,000,000. This is a charge of 
just about 314% of the premium income. 


The permanent solution of the federal income tax problem is one of the 
important matters now before the life insurance business and governmental 
agencies. The Joint Committee on Internal Revenue Taxation is under instruc- 
tion by Congress to make studies leading to its final solution. The Treasury 
Department also has been studying the problem. The finding of a solution 
which will satisfy the needs of the situation still remains a difficult task. 


Retirement Security and Tazation. 


Because of its possible broad effect on the life insurance business, if 
enacted, reference is here made to the Reed--Keogh bills introduced in 1952. 
Support for the purposes of legislation of this type from many sources, as 
well as the attitude of the new administration on these matters as expressed 
during the campaign, make it certain that similar legislation will have Con- 
gressional consideration in 1953. 

This legislative proposal, sponsored by some thirty organizations of pro- 
fessional men such as the American Bar Association, American Medical Asso- 
ciation as well as the dentists, architects, ete., would provide income tax post- 
ponement in connection with limited amounts of funds set aside for retirement 
purposes, Savings media suggested did not include annuities or insurance poli- 
cies provided by life insurance companies. In addition, there were other provi- 


*Before Fedc~al Income Tax—Basis of 1949 form of annual statement. 
+Includes Insurance, Annuities, T.P.D., A.D.B., Non-Can A & H; excludes sup- 
plementary contracts, dividend accumulations and other A & H. 











76 Journal American Association University Teachers of Insurance 


sions on which improvement seemed desirable if such legislation was to accom- 
plish its purposes. 

The life insurance business made its views known to Congress on this bill 
suggesting (1) the introduction of life insurance and annuities as a media for 
savings (2) the extension of the proposal *“ a limited way to employes covered 
under §165(a) pension plans so as to equalize in a general way the benefits 
provided by the bill ani (3) suggesting some technical changes which would 
make the use of life insurance and annuities a practical matter. Legislation of 
this type was not passed in 1952 but as this review goes to press, new bills have 
been introduced and the subject will be one of much interest throughout the 
1953 session, 


Social Security. 


The most important development in the field of social security was the 
enactment of HR 7800 providing increased OASI benefits, a bill enacted during 
an election year and favored by both major political parties. As drafted the 
bill contained provisions whereby benefits would not be reduced if wages were 
lost on account of total and permanent disability. The administrative provi- 
sions under this proviso raised much objection from the American Medical 
Association and modification occurred which makes the new benefit ineffective 
without further legislation. The review on social security appearing elsewhere 
in this issue will undoubtedly cover this subject as well as other Social Security 
matters in greater detail. 

Supervisory Activity. 

One of the good indices to determine how satisfactory the relationship of 
the business to supervisory authorities may be is the agenda of the Life Insur- 
ance Committee of the National Association of Insurance Commissioners. The 
year 1952 saw the disposal of the questions concerning the effect of atomic 
warfare on mortality experience, the level of contingency reserves for group 
coverage, the supervision and regulation of commercial pension funds by their 
being lifted from the agenda. This does not dispose of them as subjects of 
interest but merely leaves them to the companies or local interests for solution. 
Remaining on the agenda for study are credit insurance, war clauses and policy 
form filing. The second is a very difficult question to solve in the light of cur- 
rent legal decisions while the third is a perennial problem, the solution of which 
seems to be in the realm of wishful thinking. The second of these could become 
a legislative matter in many states. The third is a matter of administration 
and apparently must be handled at the local level through the channels of 
interminable correspondence and argument that has characterized this process 
over the years. 


In the case of individual states, several important problems have appeared. 
The attempt to revise Section 213, of the New York Insurance Law, with its 
collateral proposals for uniform reporting and the imposition of penalties by 
supervisory instead of judicial authority, remained unsolved at the year end. 


Looking into other supervisory fields, we find that the valuation of securi- 
ties occupies probably the most important place on the agenda of the National 
Association of Insurance Commissioners. In addition, group insurance and its 
proper function occupy attention. The new annual statement blank, first used 
in 1951, will pose problems as the instructions are further revised and detailed. 
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In these instructions there lies much in the direction of uniform reporting 
requirements. Much is being done in these areas by company committees in the 
hope that wise solutions may be produced by the Commissioners. 


Credit Insurance. 


One of the fastest growing fields of life insurance is that covering bor- 
rowers of money and purchasers of goods on the installment plan. Insurance to 
the extent of the indebtedness is written either on the group or individual 
policy basis. It is written by companies exclusively in that field as well as 
other companies occupying the general field. There is probably over $7 billion 
of such insurance in force and it has been increasing at the rate of about 30% 
yearly. Various states, particularly in certain zones, and the National Associa- 
tion of Insurance Commissioners have interested themselves in the regulatory 
problems which arise in the area of rates, methods of solicitation and sale, 
licensing of agents—particularly where the agent deals in a dual capacity— 
and other problems arising because of the specialized character of the busi- 
ness. There are wide differences in point of view and practice between com- 
panies doing this business on a group basis and those issuing individual polli- 
cies. The nature of the local statutes governing the lending of money and other 
local legal limitations have a strong influence on attitudes relative to this 
business. The subject remains high on the agenda of the Life Insurance Com- 
mittee of the National Association of Insurance Commissioners. 


Uniform Reporting. 


In the fall of 1952, two questionnaires were issued to authorized com- 
panies by the Superintendent of Insurance of New York seeking information 
on the accounting for various items of expense as reported in annual state- 
ments. Early in the spring of 1952 the bill proposed in the Legislature by the 
Joint Committee on Rates and Regulations (Condon Committee) of the New 
York Legislature to revise Section 213 of the New York Insurance Law had 
contained specific requirements for uniform reporting. That bill had been 
defeated, but there was no dobut that the New York Insurance Department 
would persist in its efforts to secure legislation in this area. 


The fire and casualty companies, because of rate regulatory problems, 
have finally settled down to substantial controls in their accounting procedures 
and annual reporting. The basic reasons for uniformity in accounting and 
reporting in that field are absent in the Jife insurance area. Nevertheless, it is 
certain that the subject will be followed up by New York and there is evidence 
that the subject is not without interest in other jurisdictions. 


The new form of Annual Statement to which I have referred contains 
rather detailed instructions regarding the makeup of the items falling within 
individual captions. These instructions will undoubtedly undergo revision from 
time to time. This would not seem to be unexpected, in view of the fact that 
Blanks Committee of the National Association of Insurance Commissioners has 
appointed a strong subcommittee whose duty it is to study these instructions. 
It is to be hoped that, as these instructions become a little more formalized 
and possibly a little more detailed, simplification of the blank itself may ensue, 
since fewer statistical breakdown of statement items would then seem to be 
necessary. 


There are those who see some advantages in greater uniformity of classi- 
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fication in income and expenditures in annual statements for all companies, not 
only from the standpoint of supervisory authorities, but from the standpoint 
of permitting of more valid comparisons between companies with respect to 
their operations. Others are strong for substantial freedom in the classification 
of transactions. 

The disadvantages of uniform treatment of all items for annual state- 
ment purposes, based on classifications fixed by supervisory fiat, are many. 
No two companies operate in exactly the same way. They do not all spend 
money for identically the same purposes, No system of classification for report- 
ing purposes could possibly be adopted which would not do injustices to indi- 
vidual companies. It could make many of them subject to unjust criticism 
for what would seem to be inadequate or excessive expenditures in specific 
areas. The apparent niceties of compartmentalization should not becloud the 
bare fact that companies are different and that apparent uniformity can well 
lead to grossly invalid comparisons that have seeming validity—all promoted by 
uniformity in labels. It can dig statistical pitfalls in abundance. Today, know- 
ing the facts, we look behind figures before comparing them—that is an advan- 
tage whieh should not be sold short. 

The Joint Blanks Committee of the National Association of Insurance 
Commissioners has a subcommittee charged with revisions of the Instructions 
in the annual statement blank. Development of such instructions can do all 
that is necessary to bring order in the methods of reporting. Industry com- 
mittees are ready to work with them in this endeavor to make the annual 
statement a reliable instrument of administration but at the same time keep 
the business free of uniform accounting and reporting procedures which might 
well be a serious burden upon the business. 


Group Insurance Problems. 

Probably the outstanding event of the year in this field were the conse- 
quences of the repeal of the $20,000 limit on group term insurance in New 
York. The National Association of Life Underwriters immediately protested 
and appointed a committee to study group life insurance legislative problems 
and asked for the appointment of corresponding committees of the American 
Life Convention and the Life Insurance Association of America to study pos- 
sible legislative remedies to the question of limits and other problems in the 
group insurance field. Such committees were appointed and a series of confer- 
ences ensued. 

The first concrete result of these conferences was the presentation to the 
National Association of Insurance Commissioners in December of the so-called 
$20,000 - $40,000 formula. Views expressed in conferences had ranged all the 
way from opposition to any limits whatever—it being felt that the amount of 
group insurance on any life was a matter upon which the employer, the em- 
ploye and the insurance company should reach agreement without interference 
by governmental authority—to the opposite view that group insurance should 
be limited to reasonable amounts in the public interest—it being felt that group 
term insurance was temporary coverage designed for the working period of the 
average wage earning employe and that its best practices were found in that 
area. The formula agreed upon as a basis for legislative action in all states 
and approved by the governing bodies of the three organizations called for no 
limit being imposed on group term insurance less than $20,600, up to one and 
one half times salary but in no case more than $40,000. 
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Some twenty states now have a $20,000 limit, and most of the remaining 
states have no limit. It is anticipated that the National Association of Life 
Underwriters and local agents’ organization will seek legislation first in the 
latter states with the support, where possible, of the domestic companies and 
the company organizations. All groups will cooperate in seeking legislation in 
the other states also. 1953 legislative sessions have seen the introduction of bills 
in several states. 


Other problems constantly develop in the field of group insurance at state 
regulatory levels. California has interested itself in questions of distribution 
and compensation for service in connection with group cases. Hearings were 
held during the year and in 1953, it is probable that there will be introductions 
of Department bills in the area of policy provisions, filing requirements and 
kindred matters. New York has interested itself in detailing in a more specific 
way, filings of forms and rates for group accident and health insurance. The 
fact that 1952 was an ‘‘off’’ legislative year undoubtedly served to defer simi- 
lar legislative activity in other states. 


Revision of New York Expense Limitation Law. 


The limitation of expense of life insurance companies, as established in 
1907 under the Armstrong Laws, has been a special feature of state supervi- 
sion. The most important statute of this nature is Section 213 of the New 
York Insurance Law. It affects all the operations of all the companies which 
do business in New York. It imposes upon such companies compliance with 
respect to their operations wherever conducted. However, it also affects indi- 
rectly the operations of life insurance companies which do not do business in 
New York. The pattern of agency compensation and expense which is built up 
by companies doing business :n New York undoubtedly affects the competitive 
pattern in all jurisdictions. When it is borne in mind that companies licensed 
in New York transact approximately 76 per cent of all the business in the 
United States and have 84 per cent of the assets, the importance of that com- 
petitive pattern is evident. 


The need for revision of Section 213 has been felt for some time, not 
only for the purpose of meeting specific situations, such as have been handled 
by amendment from time to time and of which there have been many, but 
because patterns of agency compensation have been changing with economic 
conditions, costs of doing business have varied with them, and the place of the 
agent among his counterparts in other businesses as well as the place of life 
insurance itself as an instrumentality of family protection and savings have 
undergone many changes. 


For a period of three years, a Joint Committee of the American Life Con- 
vention and the Life Insurance Association of America, under the chairman- 
ship of Mr. James A. McLain, gave careful consideration to the problems in- 
volved in expense limitation and prepared a complete revision of the statute. 
Its efforts did not reach fruition by the enactment of legislation. It should 
be observed that all of the proposals of the committee did not meet the approval 
of the New York Insurance Department. Failure to secure legislation in 1952 
made it imperative that the life insurance companies, the agents’ organizations 
and the Insurance Department pool their abilities in the development of a satis- 
factory program in 1953. 


Such a program has been underway, many meetings of company and 
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agents’ committees have been held, many conferences were had with New York 
Superintendent and his staff. A suit against the John Hancock Life Insurance 
Company by several industrial agents maintaining that the present Section 213 
of the New York Insurance Law was unconstitutional injected new factors into 
the thinking of those working on the problem. At the close of the year, how- 
ever, no draft legislation had yet been prepared which was satisfactory to all 
the interested groups. 

The Condon Committee of the New York Legislature has taken much inter- 
est in this problem during these years and the New York Department is 
anxious to see the matter of legislation terminated. Important issues involving 
such things as the Department’s insistence upon uniform reporting and a pen- 
alty clause, as well as a desire on the part of agents’ organizations for mod- 
erate extension of limits on compensation as well as a general desire to sim- 
plify administration all remained unsettled at the close of the year. This 
pointed to the probability that only stop-gap legislation would be possible at 
the 1953 session and that further extended study would be required after that. 


War Risks and Problems Connected with Them. 


Following the outbreak of military action in Korea, the life insurance 
business, with the support of the National Association of Insurance Commis- 
sioners, worked out the fundamentals of a plan for the pooling of civilian war 
losses. In essence, this plan provided that all companies would share catastro- 
phie war losses in proportion to their respective amounts at risk. While much 
effort was devoted to its formulation, the companies as a group found it neces- 
sary to set aside the plan. In order that such a plan be successful it was felt 
that it should have wide support by the companies—that is practically all the 
companies should participate therein. 

It became evident early in the year that many companies doubted the 
feasibility of the plan and a survey showed that a substantial number of com- 
panies would not participate. Among the reasons was some feeling of less 
urgency concerning the international situation, anticipation of agency friction 
between companies in and out of the pool, questions as to geographical distri- 
bution of risks among companies with some consequent doubt as to the equity 
of the plan, question as to whether formation of the pool would not delay 
enactment of civilian war clause legislation, some inclination to rely on possi- 
ble emergency moratorium legislation in the event of national disaster, and the 
fact that the pooling plans considered did not involve any protection on account 
of loss of assets in the event of a catastrophe. 


The work done has not been lost. Much has been learned by the industry 
as to the problems of setting up such a plan and of the limitations of such a 
plan as well as the fact that certain conditions must exist in order to make it 
work. Materials compiled are still available and if circumstances should arise 
where need is evident, the project could be resumed without loss of time. 


In 1951, the National Association of Insurance Commissioners had agreed 
upon certain standard war clause provisions and most companies using them 
conformed their clauses to them. Many companies continued to issue limited 
amounts of life insurance to applicants exposed to war risk. However, court 
decisions during the year held that the Korean action was not ‘‘war’’ and 
another decision in North Dakota invalidated war clauses included in policies 
issued in that state. The problems posed by these decisions have not yet been 
solved on an industry wide basis. 
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Among insurance men, Metropolitan Life vs. Conway (169 N.E. 642) hold- 
ing that the incontestability clause is not a mandate as to coverage has been 
regarded as sound and has been relied upon extensively in the preparation of 
policy contracts. In Jordan vs. Western States Life (53 N.W. 2d. 860) it was 
held that, unless excepted in the incontestable clause, exclusions of coverage in 
North Dakota could not be effective after the end of the incontestable period. 
The practical effect of the decision is that most companies will now find it 
necessary to decline applications from that state otherwise acceptable with a 
war clause exclusion. A legislative problem is created in North Dakota and, 
besides, there are left similar legal questions in other states that have similar 
policy provisions requirements and limitations. 

Although there had been previous decisions upholding the validity of war 
clauses, it was held in Beley vs. Pennsylvania Mutual (90 A 2d 597) and 
Harding vs. Pennsylvania Mutual (90 A 2d, 589) that the Korean action did 
not constitute ‘‘war.’’ If these decisions stand on appeal, they may have far 
reaching results. Not only will companies be liable for losses which, certainly 
from an underwriting standpoint, it was their intent to exclude but it could 
become impossible for companies to devise suitable clauses to exclude extra 
mortality not coverable at standard rates, This is so because many state laws 
permit exclusions only with respect to ‘‘war’’ and not for a ‘‘war in fact if 
not in law.’’ The inevitable result, barring new legislation, would be the mak- 
ing unavailable to many young men coverage which they desire and would buy 
even with a war clause. 

Regardless of whether the Korean incident is or is not a war, the extra 
mortality involved is a fact and selection is just as much a factor. The com- 
panies are entitled in all equity to exclude the extra hazard, charge an extra 
premium or decline the application. The elimination of the first of these alter- 
native decisions does nothing for the policyholders as a group and eliminates 
a substantial amount of insurance which might otherwise be issued to many 
who would prefer a war clause to the other two alternatives. 


State Legislation. 


State legisiation of primary interest to the life insurance business falls 
generally in the area of taxes, policy provisions, investments, licensing of 
agents and general regulatory matters. Of interest, of course, are all legis- 
lative matters which affect the companies as employers, as distributors of 
services and as owners of property. This review will however limit itself to 
those matters which are of primary interest in the conduct of the business. 

There was relatively little new tax legislation enacted in 1952, an off legis- 
lative year. The threat of increased taxes, however, was strong in Mississippi 
but failed of materialization at the premium tax level and the income tax law 
was amended to increase the burden on life companies. New York amended 
its tax law so as to require payment of premium taxes by companies after 
termination of license. Other tax legislation was minor in character. In the 
field of inheritance and estate taxes, municipal and county excise taxes, income 
and real estate taxes there were few enactments of sufficient general interest 
to warrant discussion in this review. Similarly, there were no important invest- 
ment bills nor did the states enact many bills in the field of agents’ licensing. 

In the field of group insurance, the most notable enactment was the repeal 
in New York of the $20,000 limit on group term insurance which had been 
enacted in conformity with the model bill prepared by the National Association 
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of Insurance Commissioners. Bills to include groups of public employes were 
enacted in a few states, the group accident and health definition was broad- 
ened. Compulsory disability benefits in New Jersey were increased and the 
employee contribution reduced. The threat of such insurance remains strong 
in certain other states and much legislation on this subject is to be expected in 
California. The $5,000 limit on nonmedical insurance in Massachusetts was 
removed, leaving only Lowa with such a limit. Photographic copies as evidence 
acts were enacted in Kentucky and Massachusetts. New Jersey became the fifth 
state to enact the Uniform Unauthorized Insurers Service of Process Act. In 
the field of penalty provisions, New York authorized the Superintendent of 
Insurance to impose fines up to $1,000 for violations involving filing of poli- 
cies, rates, commission scales, etc. 


The year was not without the usual unfavorable legislative threats to the 
business, but it may be summarized as one of little constructive legislative 
accomplishment and one of little damage to the business via the legislative 
route. With 44 legislatures in session in 1953, a more active year can be 


anticipated. 
Information on Current Activities and Trends, 


Each year there are published at annual meetings of life insurance com- 
pany trade associations various reviews of activities, legislation and trends. 
Those from which a considerable amount of the foregoing data has been drawn 
are listed below. They should be consulted if further details are desired. 


Proceedings of the American Life Convention. 


Robert L. Hogg: Annual Report for 1952. 

Ralph H. Kastner: Review of Laws and Litigation. 
Alfred N, Guertin: Actuary’s Report. 

Committee Reports: ALC and Joint. 


Proceedings of the Life Insurance Association of America. 


Bruce E. Shepherd: Life Insurance in 1952. 
Eugene M. Thore: Washington Office Activities. 
James J. O’Leary: 1952 Record of Life Insurance Investments. 











Fire and Casualty Insurance 
By 


CuesteR M. KELLOGG, 
Vice President, Alfred M. Best Company, Inc. 


In the year just ended business was booming. People earned more than 
ever before and everyone who wanted to work had a job. However, to a con- 
siderable degree, business operated on an artificial inflationary economy bol- 
stered by huge expenditures of money, materials and manpower for armaments. 
Defense spending advanced from an annual rate of $40 billion per year at the 
start of 1952 to $50 billion per year at the end of 1952. Moreover, we are 
committed to a further increase of at least $5 billion in 1953. This is based 
on the assumption that 1953 will bring neither full-scale war nor basic settle- 
ment with Russia. On this same assumption, defense spending is scheduled to 
taper off in 1954 and 1955 and to continue thereafter at a level variously esti- 
mated at between $30 billion and $50 billion per year. Farm price support, 
unemployment insurance, a larger population, a high level of savings, pensions, 
expanded public works, promised tax relief and federal fiscal policy will pro- 
vide stabilizing influences against any serious decline in business. These 
built-in stabilizers place a firm foundation under our economy and help offset 
some of the rigidities imposed by labor union contracts and huge investments in 
plant and equipment. 


Outlook for 1953 


The tempo of business toward the end of 1952 was on an ascending scale 
and economists are almost unanimous in predicting a high level of activity in 
1953 with inflationary and deflationary forces about evenly balanced. The year 
ahead holds promise of relative stability but as the boom has already lasted 
for several years a note of caution runs through most of the forecasts. Some 
readjustment seems inevitable but whether it will start by the end of 1953, in 
1954 or later is a matter of conjecture. The fact that so many envision an 
eventual business decline has kept speculation at a minimum and may result in 
adjustments being made on a gradual basis, possibly industry by industry, 
without any serious disturbance to the whole economy. 


The year 1952 escaped major insurance disasters and was generally satis- 
factory for the fire and casualty industry as a whole but left much to be 
desired insofar as certain individual lines and carriers were concerned. More- 
over, the outlook for 1953 is favorable with prospects of continuing rising 
volume and better results on casualty lines but possibly moderate deterioration 
in experience on fire lines. 

Multiple Line Underwriting 

The trend toward multiple line underwriting shows steady but slow prog- 
ress. Some 70 member or subscriber companies of the Multiple Peril Insur- 
ance Rating Organization are issuing new multiple line homeowner’s policies 
in five or six states, By and large, these simply combine what would be found 
in a standard fire policy plus extended coverage, a residence and outside theft 
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policy and a comprehensive personal liability contract. The package is a single 
contract on a named peril basis and is issued at about 20% less than would be 
the case under individual contracts for each category. Its proponents hail it as 
a better product at less cost. Problems in connection with multiple iocation 
risks, installment basis insurance and deductible policies were largely resolved 
in 1952 but little progress was made in resolving the question of war damage 
insurance. 


We estimate that over-all premium volume advanced by about 10% to 
reach an all-time high of more than $8% billion for all classes of carriers. 
Stock companies wrote nearly $800 million additional business in 1952 to reach 
approximately $614 billion in total net fire and casualty premiums. In this era 
of multiple line underwriting, we can no longer differentiate between fire and 
casualty carriers except in broad general terms. In general, fire lines showed 
modest growth and experience was good. Casualty lines showed more sub- 
stantial growth, due in large measure to rate increases, but experience was not 
particularly favorable, although it improved materially in the second half of 
the year and was better than for 1951. Taken together, the over-all fire and 
casualty results were reasonably good and somewhat better than in 1951. 


Preliminary figures indicate an improvement of nearly three points in 
combined loss and expense ratio for 1952. The over-al? incurred loss ratio to 
premiums earned was more than two points lower than for 1951, while the ratio 
of expenses incurred to premiums written was half a point lower. On the basis 
of these preliminary figures, the industry is expected to show an over-all loss 
ratio for 1952 around 58.0% as against 60.2% in 1951 and an expense ratio 
of about 36.2% as against 36.9%. On this estimate, the combined loss and ex- 
pense ratio would be just over 94% as against 97% in 1951 and 93% in 1950. 
So far rising operating costs have been absorbed without any increase in ex- 
pense ratio due to the rapid growth in premium volume. The expense ratio has 
fluctuated less than a point in the last five years. 


Fire Experience 


Straight fire business, which now runs just over one-fifth of the total fire 
and casualty business underwritten, showed very little change in either volume 
or results, Rate reductions, installment premiums and slightly higher losses 
boosted the combined loss and expense ratio to above 90% but left a very 
satisfactory profit margin. The outlook is for a further but gradual cut in 
profit margin in 1953 as countrywide fire losses are expected to continue their 
upward trend. Lower rates in some areas, installment premiums, a tapering off 
of new construction and a decline in inventory values will mitigate against 
any rise in straight fire premiums in 1953. Extended coverage showed marked 
improvement on higher rates and (without any serious catastrophe such as the 
November windstorm in 1950 or a carry-over of hurricane losses and the Mis- 
souri River flood as in 1951) contributed substantially to the better 1952 
results. Obviously, no one can predict 1953 results on this potentially hazardous 
line; they could be very good or very bad depending on the vagaries of 
catastrophes. 


Auto Impact on Insurance 


The impact of the motor vehicle on the insurance business has been 
staggering. Automobile insurance has become the largest line written in the 
fire and casualty field and now is running at about twice the volume of straight 
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fire business. Only a few years ago, in 1943, there were less than 31 million 
cars and a premium volume of about $600 million. Automobile insurance pre- 
miums written by all classes of carriers in 1952 totaled about $3% billion with 
liability and property damage accounting for just over half of the total. This 
sixfold increase in nine years taxed underwriting capacity of the insurance 
industry because most other lines were also advancing. 

The increase in unearned premium reserves and loss reserves out-distanced 
the increase in assets so that surplus shranx in relation to liabilities and the 
volume of business underwritten. As late as 1945 there was roughly a dollar of 
policyholder’s surplus for each dollar of liability in the stock fire and casualty 
field. By the end of 1951 there was only 65 cents of such surplus for each 
dollar of liability. Many individual carriers show much lower ratios and some 
are in a position where it would be unwise to take on any additional business. 
One prominent company has failed and another large carrier discontinued all 
dividends to stockholders. 


As the volume of business increased and the relative surplus went down, 
the question of underwriting profit or loss assumed increasing importance. It 
reached a crisis in 1951 when the stock companies writing auto liability and 
property damage insurance reported a loss of some $100 million on these 
classes. These lines showed improvement but were still in the red in 1952. In 
the last ten years, which include the period of restricted driving due to gasoline 
rationing during World War II, losses on these two classes have aggregated a 
quarter of a billion dollars. Carry the figures back twenty years, or thirty 
years, or to the beginning of automobile insurance and the totals remain in 
the red. 


Fundamentally, automobile liability and property damage business has 
been at the mercy of two factors—the long-term decline in the purchasing 
power of the dollar and rate-making methods tied to past underwriting expe- 
rience. The present dollar is worth 53 cents in consumer’s goods as against 
the 1939 dollar and only 38 cents as against the 1913 dollar. Bodily injury 
losses are settled on the average twenty-one months after the policy is written. 
Consider what that means in terms of policies at rates in effect between Janu- 
ary, 1, 1953, and January 1, 1954. The average policy-writing date of such 
rates would be July 1, 1953, the average date of accident January 1, 1954, and 
the average claim settlement date on those policies April 1, 1955. Consequently, 
the National Bureau of Casualty Underwriters is now trying to determine 
bodily injury rates for policies under which the average claim settlement date 
will be April 1, 1955, or more than two years hence. 


New Rate-making Philosophy 


The first step in overcoming this serious rate lag was taken in connection 
with the statewide flat emergency rate increases secured in some forty juris- 
dictions between May and December, 1951. The policy-year underwriting expe- 
rience was adjusted by later calendar year loss ratios to reflect the then eur- 
rent experience. This closed part of the gap. As a final step to bring rates on 
auto liability and property damage to a level designed to reflect future claim 
settlement costs, the National Bureau introduced a trend factor in the rate 
revisions secured in 1952. As policy-year experience was available for only 1949 
complete and 1950 incomplete, the Bureau continued the same procedure used 
in the emergency rate increases of 1951—using the statewide calendar year loss 
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ratios through 1951 to bring the policy-year experience up to the average claim 
cost and frequency of 1951; then a development or trend factor was introduced 
to project the 1951 level to an average 1953 level. Meanwhile, excess limits 
rates were increased by about 36% in most states to cover the increasing num- 
ber of losses above basic policy limits. With some 70% of policies written 
above basic limits, this was important. 

The net result of all of these increases, on the top of previous postwar 
inereases, brought the countrywide rate level by January 19, 1953 on bodily 
injury coverages 50.4% above the rate level of January, 1941. However, in this 
same period average claim costs jumped about 80%. The auto property dam- 
age rate level advanced 187.7% in the same period while average claim costs 
went up correspondingly. The rise in liability rates would have been even 
higher except that loss frequencies are still running below the 1941 figure. 


Underwriting Profit Factor 


In addition, some thirty-two states have approved a change in the provi- 
sion for underwriting profit and contingencies from 2.5% to 5%. Other states 
are expected to take similar action. If 2.5% was reasonable when there was 
little or no Federal income tax on earned profits, 5% is not unreasonable with 
a 52% Federal normal income tax and surtax. 


Although it has taken quite some time and a lot of work to formulate and 
gain approval of these changes, it is most encouraging that they have been so 
readily accepted in most jurisdictions. If, in an election year, such rate in- 
creases and changes can be made, it augurs well for the future of state super- 
vision. State insurance departments are to be congratulated on their realistic 
non-political approach to the very serious problems confronting the automobile 
liability and property damage underwriters, 


Automobile Experience 


Premium volume on auto liability and property damage classifications ad- 
vanced about 20% in 1952 on higher rates and additional cars insured. 
Experience in the first quarter was alarmingly unfavorable but showed pro- 
greasive improvement in succeeding months, Probably a majority of carriers 
reached the black by the last quarter but will show a loss for the year as a 
whole. Rate increases for private passenger cars, averaging 11.5% on liability 
and 21.5% on property damage countrywide, were approved in 1952. Commer- 
cial car rates were also increased. However, average claim settlement costs 
eontinued to mount. The lag between rate increases and their reflection in 
underwriting results is both substantial and important. According to a study 
made by the National Bureau of Casualty Underwriters, the effect of rate 
changes in 1951 and 1952 on auto liability and property damage combined re- 
sulted in a countrywide rate level increase of 31.8% for all types of cars. 
However, these rate increases caused a rise of only 1% in earned premiums 
in 1951 and 13% in 1952. The effect on earned premiums in 1953 is estimated 
at 28.6%. Therefore, with 1953 the first year to reflect the major portion 
of the recent rate increases, the outlook is brighter than it has been for 
some time. 


Auto Physical Damage 


Although both property damage and collision losses usually involve damage 
to automobiles, there is considerable difference in the rating approach and in 
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the end results. Auto property damage is based on a fixed amount of coverage, 
while collision is based on the value of the automobile. Thus, each time the 
price of an automobile ge<s up, the physical damage underwriter receives more 
dollars but the property damage underwriter does not. In addition, there is 
more lag in settling property damage claims as the companies are dealing with 
third parties rather than their own policyholders and, where there is also bodily 
injury, the property damage settlement is held up so that both may be settled 
at the same time. 


The unfavorable loss trend continued into 1952 and experience was par- 
ticularly bad in metropolitan areas, where many motorists are unable to garage 
their cars. It is the trend that bothers the physical damage underwriter. 
Although physical damage premiums are tied to automobile prices, the major 
portion of losses represents repair bills and the major portion of such bills 
represents labor costs. With repair bills mounting faster than automobile 
prices, the National Automobile Underwriters Association has devised a new 
rating formula which is designed to cope with this situation. ‘he essential 
principle underlying the new formula may be described as ‘‘actual dollar ex- 
penditures for losses and expenses, plus 25% for commissions and 5% for 
profit and contingencies.’’ If a trend factor appears to be necessary, an appro- 
priate adjustment will be made in the losses incurred to adjust them to take 
prospective experience into account. 


Auto physical damage premium volume was up 20% and, despite a further 
rise of about four points in the loss ratio in 1952, this classification of the 
automobile insurance business remained in the black for the year. The outlook 
for 1953 is not unfavorable as losses have apparently leveled off. 


Ocean and Inland Marine 


Declining foreign trade, hampered by tariff or other restrictive barriers 
and a shortage of dollar balances, caused an estimated shrinkage in ocean marine 
business of some 12% to 15% to erase most of the gain in premiums reported 
in 1951. Stock companies wrote between $135 million and $140 million in 
premiums, while mutual carriers reported about $10 million. Coincident with 
this decline in premiums was a rather sharp increase in losses due principally 
to major casualties and a large number of total losses. A number of spectacular 
strandings, sinkings and collisions made 1952 a turbulent year on the high 
seas. Underwriters likewise encountered an increasing number of so-called run- 
of-the-mill claims which in the face of higher repair costs caused them further 
anguish. War risk insurance continues to be carried, largely due to danger 
from floating mines. Since the end of World War II over 400 vessels have 
been sunk or damaged by mines, some 20 in the last year. 


Inland marine business continued to grow under the impetus of ‘‘all-risk’’ 
features and a wide variety of coverages. Experience, which was reasonably 
good for some years, turned a bit sour in 1951 but showed some little improve- 
ment in 1952. 


Fidelity and Surety 


Volume in the fidelity field was down in 1952 because 1951 was the year to 
hit the renewal of three-year contracts originally placed on the market in 1945. 
The loss ratio, which jumped substantially in 1951, edged somewhat higher in 
1952 but the line remained in the black. Surety volume continued to advance 
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in 1952 on record construction business and seems destined to remain at high 
levels, considering construction projects already planned for 1953 and the need 
for new roads, schools and other public and private projects. The loss ratio, 
which jumped some fourteen points in 1951, improved somewhat in 1952 and 
left a good margin of profit. Taken together, fidelity and surety volume and 
results showed little change in 1952. 


Accident and Health 


Accident and health volume continued to expand, up some 15% for the 
year, to reach a new all-time high. Experience remained satisfactory on com- 
mercial business but rising hospital and medical costs continued to cause 
trouble on group business and hospitalization coverages. With more life com- 
panies entering the field and additional sales effort being exerted by most of 
the carriers writing the line, volume should continue to climb at a rapid pace. 
Unless there is a drastic change in the economic picture, experience should 
continue in line with experience of the past year. 


Losses under non-occupational accident and health coverage, which had in- 
creased materially in 1951, apparently leveled off in 1952. While there were no 
additional non-occupational disability laws passed in the off legislative year 
of 1952, several states have commissions studying the subject and it is antici- 
pated that eventually most of the working population will be protected by 
benefits for off-the-job disabilities just as they are now protected on-the-job 
under workmen’s compensation. 


Workmen’s Compensation 


Rising payrolls kept workmen’s compensation experience on a favorable 
basis until 1950. Then the series of rate reductions and increased benefits 
turned the tide and the line has been in trouble for the last three years. A 
number of steps were taken in 1952 which laid the foundation for a definite im- 
provement in experience in 1953. Rate increases, ranging up to 20%, were 
obtained in a majority of states with only nine revisions involving rate de- 
ereases. Additional states accepted a loading factor of two and one-half 
points for profit and contingencies reducing the number of states without such 
a factor to ten. Eleven states approved a $10 expense constant applying to 
all risks with a premium of less than $500, bringing the jurisdictions now 
allowing this to 39. The only important occupational disease legislation re- 
ported for the past year was passed in Louisiana. Only eight states have not 
accepted the interstate experience rating plan and all but seven states now 
standardize the eligibility for experience rating at $500 of premiums per year. 
Applications for coverage in workmen’s compensation assigned risk plans in- 
creased 73% in 1952 to total 3,061 risks developing premiums of $1,680,912. 


General Liability and Property Damage 


General liability and property damage business has been at the mercy of 
rising claim costs in the years of inflation and substantial rate increases were 
necessary in 1951 and 1952 on coverages written on a fixed exposure basis, par- 
ticularly area and frontage. Rate increases on these classifications were ap- 
proved in forty-four rating jurisdictions amounting to 26.6% on a countrywide 
basis and equivalent to 16.6% for all owners,’ landlords’ and tenants’ liability 
insurance. New and higher excess limits rates on bodily injury liability were 
adopted in all states and territories except Virginia. Volume naturally in- 
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creased on higher rates but the rate of increase in 1952 was less than in 1951. 
Underwriting experience improved in 1952 and is expected to improve further 
in 1953 as the higher rates become more fully reflected in the experience. 


Miscellaneous Lines 


Boiler and machinery business showed a slight decline in volume in 1952 
because 1951 was a year in which more than the average volume of business 
came up for renewal on a three-year basis. The cycle of renewal of three-year 
burglary and theft business tended to produce the same effects as on boiler 
and machinery premiums. Underwriting experience remained satisfactory for 
each of the foregoing lines. Crop hail premiums rose to a new high and expe- 
rience returned to the black. Glass experience was seriously in the red because 
of rising replacement costs until the business was placed on an annual rather 
than a three-year renewal basis several years ago. It ran into trouble again in 
1951 but higher rates returned it to the black in 1952. 


Competition 


Despite the reasonably satisfactory year just past and the moderately bet- 
ter prospects for 1953, the industry faces a number of difficult problems, Fore- 
most among these are the problems created by our automobile economy. How 
they are solved will shape the future course of private insurance in our increas- 
ingly competitive business world. 

Competition is the life blood of business in a free economy and the insur- 
ance business is a better business today because of the intense competition, not 
only among companies of the same type but between bureau and non-bureau, 
stock and mutual carriers. The industry has entered the multiple line era with 
not only fire companies competing for casualty insurance and vice versa but 
with competition from the life companies for accident, health nd hospitaliza- 
tion insurance. Thus, the ever-present competition among companies for execu- 
tives, personnel, agents and business has been stepped up. 


Every year new carriers enter this competitive field and others retire. In 
the last fifty years some 4,500 new carriers have come into being while about 
3,500 have retired. This net gain of about 1,000 companies brings the current 
total to nearly 3,500 so that approximately as many carriers have retired from 
business since the turn of the century as are now engaged in it. However, we 
are primarily interested in only about 1,000 of these, the larger carriers; some 
650 stock companies, 350 mutuals, 50 reciprocals and 20 Lloyds. 


Methods of Distribution 


Fundamentally, there have been few changes in the methods of distribution 
of insurance over a long period of years. Over 200 years ago the Philadelphia 
Contributionship devised a method of merckandising which it has successfully 
followed, with but minor changes, for two centuries. It is the oldest insurance 
corpany in the United States and is in fact older than the United States. It 
has prospered yet its method of operation (and similar methods of operation 
of cther companies) has limited its seope to relatively small proportions. 


Really spectacular growth in the insurance business did not materialize 
until the American Agency System came into being. This method of merchan- 
dising was in fact so successful that agents acquired a very strategic position 
in the industry. 
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Direct-writing fire mutuals, first organized on a strictly class basis, made 
important inroads where rates were high or risks were sufficiently large to be 
handled more economically on a direct basis. However, self-imposed limitations 
restricted their growth. Later, great strides were made in the mutual casualty 
field through both the direct and agency method of operation, with several car- 
riers reaching imposing size and importance. 

The financing of automobile sales brought about a very special situation 
and although regular agents have been able to acquire some of the collateral 
insurance business, the fact remains that the bulk of it has gone to specially 
organized insurance companies owned by finance companies. 


Independent Companies 


Currently, however, the greatest strides in this competitive picture are 
being made by carriers not identified with either the finance business, the 
American Agency System or regular rating boards. They have been most active 
in the automobile insurance field although new selling methods have also been 
used successfully in the accident and health field. Both fields have shown re- 
markable growth and have presented opportunities to try new methods of 
merchandising in a mass market without unduly disturbing existing channels 
of distribution. 

Better than a fivefold increase in less than ten years has boosted total 
auto premiums to about $3% billion. Twenty million additional cars and many 
more million new assureds, who have purchased insurance only because of the 
auto financial responsibility laws, have changed the whole aspect of the auto- 
mobile insurance market. Higher and higher rates have added fuel to the fire. 
New methods of merchandising and operation have not been confined to any one 
class of carrier; there are stock companies, mutual companies and reciprocals 


engaged in this competitive struggle. Actually, the competition is often keener 
among the so-called independent carriers than between the independents and 
the bureau companies. 


Methods of Operation 


Some operate with a policy renewable every six months, which cuts the lag 
between rates and experience and keeps them responsive to changing condi- 
tions. Some carriers charge a policy fee at inception of the contract but not 
on renewal. Agents retain this initial policy fee and are paid a much smaller 
servicing fee on each renewal. They must, therefore, seek new accounts each 
year to maintain their income. With lower acquisition costs and more selective 
rates and underwriting, the price differential has permitted them to do this 
most successfully, Another carrier, backed by one of the country’s leading mer- 
chandisers, has gone at the problem of distribution somewhat differently but 
with strikingly successful results. Acquisition cost has been cut and greater 
emphasis is placed on selective rates and underwriting. Other carriers have 
successfully merchandised their product through extensive advertising to the 
consumer, by mail, by newspaper and magazine ads, by radio and by television. 
One large carrier inaugurated a new merit rating plan in California on 
February 1. 


Increasing Competition 


Competition will become keener and more emphasis will be placed on 
merchandising and distribution. In a period of rising rates, all costs become 
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more important. While the bulk of the fire and casualty insurance business 
is placed through the American Agency System, it is significant that only 
four groups, among the leading ten underwriters of automobile insurance, oper- 
ate under this system. It seems only a question of time until these other suc- 
cessful merchandising methods will be more fully extended to other lines. 


The American Agency System and the established rating bureaus, which built 
the insurance business as we know it today, are being challenged. This has 
always been so but today the challenge is more urgent and in certain classes 
and territories serious inroads have been made. If to a rate differential based 
mainly on differences in acquisition cost is added an increment due to better 
experience because of more selective underwriting and rating, the gap widens 
to substantial proportions. 


Expense Distribution 


We all know that one of the most difficult problems faced by the industry 
is the proper distribution of expense. This has been accentuated by the rapid 
rise in rates in some territories because, with acquisition expense allowances 
calculated as a percentage of rates and rates geared to rising loss costs, wider 
and wider differences have developed among rating territories. In New York 
City, a man who purchases a car in the lowest price field and’ carries only 
minimum legal limits of liability and $2,000 of $50 deductible collision and 
comprehensive would pay $282 in premiums for Class 1 and $386 for Class 2. 
Should the risk be subject to demerit rating, there would be a surcharge. The 
total premium on many individual cars runs between $400 and $500. Across 
the river, in New Jersey, where a great many live who work in New York, the 
rate on a similar car for the same coverage is $114 for Class 1 and $149 for 
Glass 2. Moreover, many of these people secure the coverage in the same 
agent’s or broker’s office as their fellow workers who live in New York City. 


To highlight this problem, why should the same agent or broker get ap- 
proximately two and one-half times as much for writing the New York City 
policy as he does for writing the identical coverage for a suburban territory? 
Why should the acquisition cost differ when there is a young driver in the 
family or when the car is used for business? Unless these problems can be 
solved satisfactorily, stock companies and their agents are in grave danger of 
pricing themselves out of the market. 


One key to a possible solution in reduced expenses lies in the field of im- 
proved office methods and machines including the developments in electronics. 
Tremendous strides have been made by the manufacturers of these complicated 
mechanisms and it is now recognized that practical electronic devices will prob- 
ably be available before the insurance industry can adapt itself to their efficient 
use. These remarkable machines seem destined to revolutionize office work and 
procedures. It is entirely possible that the centralization of some of the routine 
work now performed by agents could be translated into lower acquisition costs. 
Certainly rates could be made more responsive to changing conditions and sub- 
ject to much greater refinement. This would go a long way toward eliminating 
some of the problems of tight markets and restrictive underwriting policies. 


Compulsory Automobile Insurance 


How sixty-five million Americans can drive their fifty-four million auto- 
mobiles half a trillion miles a year without killing thirty-eight thousand per- 
sons, injuring two million more and causing an economic loss estimated in bil- 
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lions of dollars remains the number one problem of this automobile age. 
Although the primary social and economic problem is to reduce motor vehicle 
accidents, there is an important collateral problem which has long baffled law 
makers and the insurance industry—the problem of the uncompensated acci- 
dent victim. This problem is complex and has many ramifications. Probably 
the most often suggested solution is compulsory automobile liability insurance. 

At first glance, compulsory automobile liability insurance may seem de- 
sirable, but under our system of government there is grave doubt that any 
state can adopt legislation similar to that of Massachusetts without experi- 
encing similar results, Insurance interests, who are very close to this problem 
and see these dangers at first hand, have fought compulsory legislation in 
other states consistently and so far successfully. 


Changed Concept of Auto Insurance 


The whole concept of automobile insurance has changed over the years 
from that of protecting the owner or operator to the role of protecting the 
injured third party. Because this is very much in keeping with trends of the 
times, the movement may be slowed but probably not stopped. The crying need 
of the moment is to find some way of taking care of the innocent motor vehicle 
accident victim without incurring either the evils engendered by compulsory in- 
surance or abandoning this important field of private enterprise to socialization 
and the potential bureaucratic inefficiency of a state fund. 


While the security-type auto financial responsibility law is the most satis- 
factory yet developed to both reduce the number of accident prone drivers and 
compensate the innocent victims of negligent motorists, it possesses one weak- 
ness—the lack of consideration for the first victim of a financially worthless 
driver. Efforts to extend the financial responsibility laws to afford the first 
victim the same protection afforded subsequent victims led inevitably back to 
the proposal made in New Hampshire in 1935 which caused such consternation 
in insurance ranks. This type of scheme has become known as an unsatisfied 
judgment fund and is still strongly opposed by those who maintain that it is 
not equitable to require those who buy insurance to pay the cost of the losses 
of those who refuse to insure. Moreover, an unsatisfied judgment plan can 
only function when the vast majority of motorists carry insurance. In times 
of economic distress, there would be grave danger of the scheme falling down 
with the final result a virtual invitation for the state to step in with a state 
fund. 4 


Experience of Unsatisfied Judgment Funds 


Unsatisfied judgment funds have been adopted in seven Canadian Prov- 
inces, North Dakota and New Jersey. They are intended to be an extension of 
the safety responsibility laws and have the same underlying philosophy, first, 
to reimburse the accident victims of negligent drivers and, second, to remove 
such drivers from the highways. With the unsatisfied judgment fund included 
as a part of the safety responsibility law, the judgment-proof motorist does 
not escape the full effect of the law as there is no reluctance on the part of his 
victim to take legal action. In fact, such action must be taken to have recourse 
to the fund. 


All of these funds have operated in low-rated territories and on a fairly 
limited basis. New Jersey has adopted a more ambitious scheme, scheduled to 
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become effective April 1, 1955, which alsu covers property damage claims. The 
initial fund wiH be created by every person registering an uninsured motor 
vehicle paying an additional fee of $3, those registering insured vehicles $1 
and insurance companies one-half of one percent of direct auto liability and 
property damage premiums written in New Jersey. Insurance companies are 
to be assigned cases involving uninsured financially irresponsible drivers, hit 
and run drivers and unauthorized drivers. This leaves the investigation, proc- 
essing and litigation of claims with the private insurance industry and not 
with the state. A proposal made in New York to set up an unsatisfied judg- 
ment fund, rather than the assigned case plan sponsored by the governor, would 
collect $1 from insured motorists and $10 from uninsured motorists. This ten- 
dency to increase the load on the uninsured motorist is an equitable step and an 
additional incentive to insure. 
















The Choice 






Twenty-three state legislatures had over forty compulsory automobile in- 
surance bills introduced in 1951. With the legislatures of all but four states 
meeting this year—probably at least as many states can expect at least as many 
bills in 1953. Proponents and opponents of compulsory insurance agree as to 
the ultimate goal—the compensation of the accident victim. While compensa- 
tion is important, the all-important objective is the elimination, as far as 
humanly possible, of the motor vehicle accidents which make compensation pro- 
visions necessary. 











Safety responsibility laws have made a worthwhile contribution but leave 
certain gaps in coverage. Compulsory insurance would leave most of the same 
gaps. Under either system an unsatisfied judgment fund or similar seheme 
would be required to close the gaps. If complete coverage is demanded, the 
whole argument seems to boil down to safety-responsibility plus an unsatisfied 
judgment scheme versus compulsory insurance plus an unsatisfied judgment 
scheme. Because of past experience and an intimate knowledge of evils under 
compulsory insurance, leading lawyers, bar associations and most people in the 
insurance industry advocate continuing with safety responsibility laws, aug- 
mented if necessary by an unsatisfied judgment fund and impoun“ment of 
uninsured autos involved in accidents. In twenty states, special legislative com- 
missions were established to study the feasibility of compulsory automobile in- 
surance legislation and in each case compulsory insurance was rejected. The 
weight of informed opinion is on the side of safety responsibility laws. 

















Law Enforcement 






Legislative and governmental encroachment is not inevitable. The one sure 
way to reduce rates is to reduce accidents and reduce excessive jury awards. 
How? By law enforcement, education in safe driving and highway improve- 
ment, 











We have placed law enforcement first because the vast majority of acci- 
dents are preventable. Speed is the largest single cause, contributing to half 
of all motor vehicle accidents and to 35% of all fatal accidents. At speeds of 
under 20 miles per hour there are twelve fatalities in every thousand injuries 
while at speeds above 50 miles per hour there are 92 fatalities, a sevenfold 
increase. The significant relationship between traffic law enforcement and 
motor vehicle deaths is strikingly illustrated by experience in Detroit. The year 
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after reorganization of the Detroit Traffic Division, tickets issued for ‘‘mov- 
ing violations’’ increased from 240,000 to 290,000 and motor vehicle deaths 
dropped from 338 to 195. Other cities have had similar results. 


We learned in prohibition days that law enforcement cannot succeed 
without the will of the people to back it up. Strict and impartial law enforce- 
ment must win public acceptance if our efforts are to prevail. Greater public 
participation in the development and support of an adequate safety program 
may be secured through the creation of citizens’ committees of leaders in 
each community. 


Driver Training 


The importance of driver training, particularly of young drivers, whose 
record is five times worse than the safest age group, carnot be over-emphasized. 
Research studies in six states reveal that the trained driver has a 60% better 
accident and law violation record than the urtrained driver. A recent Dela- 
ware study of 1,600 drivers showed that only 12% of high school trainee driv- 
ers had been arrested for traffic violations, while 96% of untrained drivers had 
at least one black mark against them. 


In addition to reckless drivers, we have reckless claimants and reckless 
juries, the latter often aided and abetted by a member of an association of 
lawyers established to secure what it terms ‘‘the adequate award.’’ Claims 
are getting out of hand and ways and means must be found to curb exagger- 
ated claims, falsification and the increasing number of extreme jury awards. 
The average jury verdict rendered in the Supreme Court of New York increased 
from $3,490 to $8,695 in ten years. 

The crying need for additional modern roads is self-evident. We have 
built automobiles much faster than we have been able to build the roads to 
accommodate them. A recent item in Time Magazine noted that, ‘‘ The state of 
New York, which has 13,757 miles of paved roads, discovered that its cars and 
trucks, if placed bumper to bumper, would stretch for 14,676 miles.’’ The 
figure for paved roads apparently does not include the many miles of paved 
city streets but illustrates one phase of the problem nevertheless. Traffic acci- 
dents and fatalities on properly engineered roads run about one-third those 
on our outmoded highways. 


Impressive Accomplishments 


We are not minimizing what has been done by state and national organiza- 
tions or by the insurance companies individually and collectively. There have 
been many fine things accomplished. Much that needed to be done has been 
done and is being done. Traffic engineering is working constantly to eliminate 
the hazards of our outmoded highways. Nearly half of all high school students 
who reach the legal driving age receive driver education courses. An extensive 
program for adult drivers is being promoted. Truly tremendous strides have 
been made, but still greater strides are necessary. If we are to reduce the 
terrible slaughter on our highways, ways must be found to gain greater public 
participation in a completely integrated safety program. The public must be 
made to realize that drivers and juries make insurance rates. Unless we have 
fewer accidents and a saner approach to jury awards, automobile rates will 
go higher and higher. 


The fire and casualty business gave a good account of itself in 1952 and 
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will continue to do so in 1953 and for years to come. It is a source of satis- 
faction that the industry has made so fine a record in keeping pace with the 
increasing insurance needs of the public. It has grown to impressive size, has 
done a splendid job and has won the confidence of the- whole country in its 
integrity and its capacity for valuable service. The industry has never been 
without problems and probably never will be. 





SOCIAL INSURANCE 
By 


W. Ruton Wi.uiaMson, Actuary for the 
American Association of University Teachers of Insurance 


RECONNAISSANCE 
I. They’ve Gone About as Fur as They Kin Go. 


Last week in Washington, non-governmental Washington, there was a 
‘*behind-the-scenes’’ celebration. Oklahoma had run ten years. The appealing 
** growing-up’’ of Laurey and Curly was mingled with regional nostalgia. The 
Wild West of the cowboy was turning to the prosy business of growing crops. 
At least the transition brought in ‘‘the surrey with the fringe on top.’’ 


There is transition in Washington, too. The glamour of the whole ‘‘ wel- 
fare state’’ is wearing thin. a healthy Curly seems to have been chosen instead 
of ‘‘pore Jud.’’ The fancier of the Paris post-cards is to go. Such boys tend 
to hang around, but here on the Potomac the drama of falling on one’s own 
knife may not be necessary. 


Robert Browning’s ‘‘A Soul’s Tragedy’’ made something rather impres- 
sive out of a ‘‘teapot revolution.’’ The stage set for audacity, after the event, 
the paper heroism misses fire. The Papal Legate’s ‘‘I have known three and 
twenty leaders of revolt’’ moves all too smoothly into ‘‘I have known four 
and twenty leaders of revolt.’’ That leader had the grace to make himself 
searce, when the delusive personal power went glimmering. 


Last year was chalked up the ascent of Annapurna—the highest yet. Last 
year, even Everest seemed about to yield. But that conquest lies ahead. In the 
grand adventure, the mountaineers often come to the time when they say: 
“*Tt won’t go. We’ll go back and reconnoiter.’’ 


II. Everest and America Stand Alone. 


Some things are unique. There is still that unscaled eminence in the 
Himalayas—the unconquered, the incomparable, Everest. Its conquest takes 
understanding, preparation, teamwork, cooperation with men and the elements 
—a true sense of the majesty of the attempt. There is the careful review of all 
the other great efforts. There is even the recognition that Mallory and Irvine 
may have reached the summit. They were last seen on the summit ridge as 
their gallant figures were blotted out by the clouds. 


America stands alone, too—the United States and Canada. After all the 
other political failures, this attempt at liberty, personal opportunity, superb 
idealism and trust in God, has promised greatly. The America we knew was 
one that appealed to our capacity, our courage, our sacrifice. It had profited 
by the trials and tribulations of old Europe. Then only a score of years ago, 
in the reaction from that first European Crusade, temporarily discouraged, we 
turned to the reactionary aspects of the feudalism and paternalism of those 
lands. Here we had valued the individual. Here was opportunity for the indi- 
vidual. Here was the productivity of free capitalism, of freedom. 


(96) 
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Everest stands as a beacon to achievement. 
America is being rediscovered, too. 
Down the wrong road, we’ve gone about as far as we can go. 


III. The 1952 Social Security Amendments. 
‘*Give them enough rope and they will hang themselves.’’ 


Fittingly enough, as our delegates to the International Labour Conference 
were going along the dubious Geneva trail, Social Security amendments so 
ragged that they planned on sneaking them through, were being readied here. 
Sprung just before the weekend, to avoid preparation for discussion, it was 
expected that the enactment of one bill could be accomplished on the floor of 
the Senate the next Monday without discussion. It would add $5 a month to the 
Federal grants to the States for old age assistance—and comparable sums for 
the other categories. It was also planned to have the OASI amendment—also 
to add $5 a month for the aged, under the plea of ‘‘ holding down assistance’’ 
appear independently in the Ways and Means Committee for simultaneous 
adoption. Two other items in the OASI bill started some recognition of ex- 
tended disability and increased the permissive earnings the retired could receive 
without forfeiting benefits. A couple of local watchdogs saw the feint, waked 
a few sleeping guards, and both bills were defeated. But ‘‘you don’t shoot 
Santa just before Christmas.’’ After the defenders had won the first skirmish, 
the steamroller got into action and the attackers won. Oscar Ewing frankly 
said in a campaign speech—before the terminal ‘‘world-tour’’: ‘‘We had a 
little trouble getting the bill passed by Congress, but it went through.’’ It 
may have have added twenty to forty billions in half-promises to the tax load 
of the next two generations. (They are only half-promises, because Section 
1104 of the Social Security Act says: ‘‘The right to alter, amend, or repeal 
any provision of this Act is hereby reserved to the Congress.’’ This is quoted 
to slide legislation through, and ignored to keep it enacted.) 


The so-called ‘‘ old-age survivors insurance’’ began as ‘‘ old-age benefits,’’ 
then added benefits for ‘‘ young survivors,’’ and semi-orphans and their widowed 
mothers and had now made a gesture toward extended disability benefits. At 
the start, ‘‘retirement’’ had been practically defined as earning less than $15 
a month in ‘‘covered employment.’’ After this legislation, work required earn- 
ings of an average of $17 a month for three months in a quarter, while ‘‘ retire- 
ment’’ began when earning no more than $75 a month. ‘‘ Accrued liability,’’ 
which I am not going to define, has been variously estimated as $150 billion; 
$200 billion; and a third of a trillion dollars. Conservatively, I’ll take the 
middle figure here. It makes the trust fund of $17% billion look relatively 
small. Were benefits definite at age 65—the common feeling about them till 
some people are denied the benefits because of too much work—we might rate 
‘‘the annual cost’’ at some 9% of payroll taxed. The present tax-rate of 144% 
from the employee and the employer alike—or 3% from both—seems one-third 
of the 9%. 


That 9% is an impressive figure. There has recently been some mutual 
congratulations on the part of some of the ‘‘salesmen of thrift’’ that the year 
1952 set a high point for ‘‘savings’’ of nearly 8% of personal incomes. Two 
figures like this are never quite comparable—but to think of the Federal Gov- 
ernment taking more responsibility for the personal items of old age and sur- 
vivors costs, than banks, insurance companies, building and loan companies, 
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and savings bonds is a startling evidence of the ‘‘march into socialism.’’ Gov- 
ernment is also handling unemployment compensation and Public Assistance— 
as a counter-weight to certain ‘‘left-out items’’ in the 8%. 


The Amendments of 1950 included three types of liberalization: (1) For 
men already retired who had been able to expect a dollar of benefit for a nickel 
of contribution, various increases were made—usually reported as averaging 
77%—now giving $1.77 of benefit for the same nickel of contribution. (2) For 
persons with so slender an attachment to ‘‘covered employment’’ that there 
had been tax reports on as few as six quarters, with earnings of $50 a quartcr 
and minimum contributions of $3, about a quarter-million grants of $20 a 
month were provided—so that the dollar of benefit could be matched against a 
mill and a:half of contribution. This was apparently the group sedulously cul- 
tivated by the field representatives of OASI—for Congressmen were barraged 
by demands from them for ‘‘only $5 more’’—reason ‘‘justice’’—the alterna- 
tive ‘‘threatened termination of the legislator’s term in the Congress.’’ There 
had once been termination of the Federal grants to the state of Ohio for a 
much smaller offense. (3) This third group seems even more interesting. The 
new primary benefit recipient was averaging $41 a month in February, 1952. 
The new primary beneficiary is now averaging in February, 1953, some $59 
per month. Without the sedulously contrived $5 extra, the average would seem 
slated to be $54. Nothing was said about anticipating a $13 increase within 
the next year—‘‘no fooling—just knavery.’’ 


Still plotting similar advances—they have gone about thrice as far as they 
should go. 


Many years ago I drew some graphs to illustrate the snow-balling of these 
benefits. OASI showed $60 million in benefit payments in April, 1950. The 
figure for February, 1953 was $239 million. Implicit in the fair words of 
salesmanship used lie benefits of $1,000 million a month. Taxes of 1% and 
144% from the employees can be matched against potential yearly costs of 9% 
or 10% on the same tax base. And these benefits do not even occur in ‘‘the 
budget.’’ It carries a paltry $2.6 billion a year for the next fiscal year. Social 
Insurance seems potentially a $15 billion to $30 billion yearly burden. The 
suggestion to the citizens that they meet but 10% or 15% of the cost suggests 
an atomic-age Mississippi Bubble. 


When Governor Stevenson said in his campaign talk over the radio: 
‘*When you and your wife reach the age of 65, your share in the retirement 
fund will amount to the equivalent of a $15,000 annuity’’—that meant alloting 
$300 yearly each year for a 50-year work-life. Most years to date the per 
capita collections have run below $30. A powerful lot of money will have to 
be collected to make that bon mot good. 


The discussion of finance under Social Security is the closest thing to 
Ponzi I have seen. Governor Stevenson, Oscar Ewing, Isadore Falk, even actu- 
aries, seem to lose touch with solid earth as they take off into the wild blue 
yonder. It seems to be a never-never land, with no holds barred. It’s heady 
business playing God this way—for it plays the very devil with bookkeeping, 
actuarial science and finance. 

A German, transplanted to Rio, said: ‘‘Rio is like a poison in the blood. 
Back in Germany for three weeks I am happy—then Rio calls me home.’’ This 
taking over the major thrift planning for a nation—this nation—scares all but 
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the very young or the very ruthless, The 1952 Amendments had already behind 
them the unreasonable development of 1950. Both have gone way beyond 
reason. 


IV. The International Labour Conference—1952. 


As we have been mentioning from time to time in these yearly reviews, we 
have been ‘‘hand-in-gleve’’ with the collectivists of Europe in building up 
International Conventions—to put teeth into the more harmless ‘‘ Resolutions’’ 
that are first put through by the aid of the fact that they are ‘‘not binding,’’ 
and then ‘‘ made binding,’’ since the principles ‘‘have already been so seriously 
debated.’’ Many people have been waking up to the hazards to our nation in 
this group of ‘‘fellow-travelers.’’ Judge Florence Ellinwood Allen’s slender 
volume, ‘*The Treaty as an Instrument of Legislation’’ is in accord with the 
American Bar Association as to the obvious intent to over-ride our Constitu- 
tional liberties through Conventions and like arrangements. The history of the 
last twenty years shows we need this protection. Along with other International 
‘‘welfare activities’’ in lifting inspiration from the Soviet Constitution, the 
ILO has been attempting to impose its influence upon domestic problems—to 
mold the American ways into conformance with un-American ideas. 


The 1952 experience with the ILO Conference gave cumulative evidence on 
top of the previous records that ‘‘tripartite representation’’ pretty well left 
the citizen out of representation, in favor of ‘‘labor ezars,’’ ‘‘socialist gov- 
ernments’’ and often ‘‘ paternalistic employers.’’ This year again our Govern- 
ment and Labor representatives voted with the similar socialist representatives 
of most of the other countries, and against the employer’s representatives of 
this and many other countries. Those other employers have been happy to 
learn that many of the employers in America have actually been thinking. 
Just before he went to Geneva this year President McGrath of the Williamson 
Heater Company of Cincinnati appeared before the Committee handling the 
Bricker Amendment to preserve our Constitution against this very type of sub- 
version. The news of the hearings on this Amendment sent Senator Murray 
home from Geneva. This renaissance of American thought back here seemed 
to trouble our collectivists and their’s abroad—after a lapse of 18 years. The 
American Employer delegation has served to inform all of us that here, too, 
‘*We’ve gone about as far as we can go.’’ 


V. The Regimenters. 


Some years ago the Congress cut certain appropriations to limit the 
strength of certain groups in the Social Security Adrsinistration. Key persons 
displaced from their former niche by this maneuver have been appearing in odd 
places—frequently physically in one position, with the salary paid from another 
account. The number of these ‘‘died-in-the-wool regimenters’’ is not large— 
but they have wielded an influence way beyond that warranted by their num- 
bers—seemingly living a charmed life. One of the reasons much quoted for 
the elevation of the Agency to Department status is the opportunity it pro- 
vides the new head to revamp the Agency and thereby ‘‘clean house.’’ Many 
of the persons involved seem to bob up in foundations or academic jobs—and 
in the very movement they seem to count double or triple. Their tenure is simul- 
taneously threatened and confirmed. In this unwillingness of these ‘‘pore 
Juds’’ to get out may lie the Achilles heel of the enterprise. For here, too, 
things have loug since ‘‘ gone as fur as they should go.’’ 
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VI. The Planted Time-Bombs of the Reports. 


For twenty years there has been a ‘‘high-and-lofty’’ ignoring of the views 
of the informed opposition. Biased reports have adroitly referred to some such 
opinions, commonly in such a way as to give the impression of support rather 
than dissent. Figures have been sought*—and when non-confirmatory, have been 
left out or slightly slanted. This has happened to me and my assistants 
(myself then young!) It is still happening. 

So three reports—so planned as to arrive in early 1953—are part of a 
long-standing development. They are all three hard-to-read. They remind me 
of the innocent man—non-figure-minded—who said ‘‘ What a passion for accu- 
racy these men have.’’ Amazingly he thought careful bias was ‘‘accuracy.’’ 
We have watched these individuals for many years. We have calmly com- 
mented on their methods. And usually the mood of the listener is ‘‘A good 
story—but of course there couldn’t be such people!’’ Their hard-hitting per- 
sistence could still fool the very elect! These three reports are part of this per- 
sistent unswerving bias. 


1. Pensions in the United States. 


Here the Joint Congressional Committee on the Economic Report—Senator 
O’Mahoney—requested an ‘‘ outside agency’’—the National Planning Associa- 
tion—for a report on ‘‘supplementation to Federal programs for the beneficia- 
ries of OASI, Public Assistance, ete.’’ This outside agency called an ‘‘ inside 
man’’ to do the job—the Assistant Director of the Bureau of OASI. Appar- 
ently the dependable hatchet men are few. He had had a foundation job on 
‘*eduecation for social security,’’ applied the process in directing the Senate 
Finance Committee’s Advisory Council of 1948, did such yeoman’s service here, 


that he was appointed to be Assistant Director of the Bureau of Old Age and 
Survivors Insurance. He did this added job, he reports, on vacations and 
weekends. There is a hopeful aspect to this close ‘‘inbreeding,’’ since the ‘‘ ex- 
pected line’’ is followed throughout. The report has much of interest. As for 
its cost aspects, the first word that sprung to my lips as I read it was ‘‘irre- 
sponsible.’’ the next ‘‘undependable,’’ the next two ‘‘unashamed bureau- 


eracy.’’ 
2. Financing Social Security. Bureau Memorandum No. 17. 


Ida C, Merriam, the Assistant Director of the Division of Research Studies 
within the office of the Commissioner of Social Security Administration has 
been a long consistent follower of the regimenters. The reports in the Social 
Security Bulletin have studiously avoided either the expectation of personal 
responsibility or concern as to its operation. Following the long lines of 
Socialized Medicine recommendations and the Wagner-Murray-Dingell Bills— 
this report takes that top-heavy entity OASI, and plans more inverted pyra- 
mids for temporary disability, permanent disability, medical care—all grace- 
fully designated as ‘‘insurance’’—and all carrying the fatal defect that 
marked the old fraternal and assessment companies of the last century—the 
postponement of meeting current costs currently—and delaying the arrival of 
old man Nemesis. This has apparently been written a long time—but developed 
in secret seminars—to spread the blame more widely. It is neither simple nor 
authoritative. But it rouses the Biblical sentiment ‘‘Oh, that mine enemy 
would write a book.’’ Here is the evasion of the whole problem of costs. Here 
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is the implication—yes, the direct statement—that the essentially bankrupt 
OASI is the model to follow for the other lines. 










3. The 5-volume Magnussen Report on the Nation’s Health. 


Help from the same central ‘‘politburo’’ shows through the seams con- 
stantly. Much of the material was prepered by the faithful regimenters—and 
much of the data pretend to a completeness and dependability they could not 
possibly possess. There has been a further impression created that these re- 
ports deal with ‘‘typical people’’ and that there had been public hearings. Of 
course neither implication is valid. There are clearly hand-picked witnesses 
pushing the catastrophic case as though it were typical. Dissenting voices seem 
very carefully chosen—apparently as of yore—to so exasperate them that the 
exasperation would show in the testimony—the perennial method of the regi- 
menters. Righteous anger is a rather decent emotion. It is also a well-developed 
technique to swamp the reader with sheer mass and then to discuss the material 
before he could possibly become informed. Once a Manuscript of 400 pages— 
scheduled to go to the printer the next day—was dumped on my desk at closing 
time. It was on a different subject. It came from the same gang! 

These reports prate about ‘‘the area of agreement.’’ They represent the 
opinions of a narrow band of thought on a very wide spectrum. Heavy, humor- 
less, unconvincing, they carry over the old duds of former combats, They have 
gone about as fur as they can go. 






















VII. The Literate Libderal. 


If ever there has been a pseudo-science, it is exemplified in ‘‘the welfare 
state.’’ Individual life insurance hadn’t been so thoroughly developed in behalf 
of the German citizen of the 1880s, but those methodical Teutons were accus- 
tomed to recognize that the life insurance business was a thoroughly respec- 
table one. So, with respectability carried by a word, Bismarck adopted ‘‘ social 
insurance,’’ A few decades later we Americans invented ‘‘Group Insurance.’’ 
Both of them are pretty far removed from the techniques and basic appeals of 
level-premium individual life insurance, but both of them were ready to let the 
good word insurance carry all the connotation of scientific dependability anyone 
wanted to accord them. And under completely different settings in the United 
States of the 1930s, when the word ‘‘insurance’’ seemed completely unap- 
proachable, to avoid constitutional trouble—sound constitutional fears they 
seem, too—the same connotation was expected from the word ‘‘security.’’ But, 
once the argument for constitutionality had been won—by making it clear that 
the subject under discussion was not insurance—the word ‘‘insurance’’ was 
added, too. 

We must have had an even greater respectability to derive from the word 
‘*insurance’’ than had Bismarck. From the start certain efforts were made to 
woo insurance approval; and some incomplete logic accompanied the insurance 
companies’ testimonials. Some committees were dragooned into the use of their 
names, to the subsequent embarrassment of some of the signatories. But the 
claim to eminence of the insurance companies rested on weathering many a 
storm—profiting from many state supervisory bodies—having professional men 
in large numbers check the law, the mathematics and the potential profits. 
This accounting-underwriting-actuarial-investment-legal back bone is strong and 
well articulated. The backbone of so-called ‘‘social insurance’’ is rubbery car- 
tilage, loosely articulated, where the X-ray examination is yet to be made. The 
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‘literate liberals’’ of the insurance business have let themselves in for a tes- 
timonial, that would make the uncomfortable medics companionably sympa- 
thetic, as folk excoriate the medics on their cigarette entanglements. But many 
of the insurance men had a chance to voice their own convictions in 1950 to 
Senator Cain—and their clean bill-of-health is preserved in the Congressional 
record at that time. 


The curse of the busy American—in minding his neighbors’ business—is 
his unwillingness to say ‘‘I don’t know’’ or ‘‘I don’t follow you,’’ when the 
interrogator says: ‘‘Do you get what I mean?’’ or ‘‘Do I make myself clear?’’ 
Having failed to make the correct response of dissent, he is listed as an ad- 
herent to the new mystic faith. An English friend, apologizing for the laziness 
of their working classes under socialism, suggested to me that it was the mental 
sloth of our ‘‘educated classes’’ that has been helping Karl Marx to get in his 
innings here. Another chap suggests that it is the pre-eminence of the salesman 
over the wise man that has added to the difficulty. That laziness has allowed 
the international socialists to chant their ‘‘obiter dicta’’ without fear of con- 
tradiction. In Britain—ten years further along than we in handling old-age 
and survivors benefits—they now say that ‘‘old age will soon be a major 
problem.’’ Of course it will. Socialism never solves anything. We had the 
1950 amendments, then the 1952 amendments, and they are still doping out 
the 1954 amendments in those secret conclaves. They keep on widening the 
range of interference with free men. In misleading the ‘‘literate liberals,’’ 
too, they’ve gone about as fur as they should go. 


VIII. Investigation. 
I have long been crying ‘‘ wolf, wolf’’ about these bureaucrats. And now 


there are some investigations in progress. One was called apparently rather 
suddenly, tackling the problem of Federal auditing of the Public Assistance 
programs—to hold them in check. Apparently the Federal mood has been an 
encouragement to expand them. Since many folk are in favor of removing the 
Federal Grants-in-aid from the States—including myself—this little discussion 
drove home some of the points of non-logic in the whole system. There was 
little chance to ‘‘cover up.’’ Better still, it was evident to the investigators 
that even had administration been good, they were dealing with a bad law. 


The House Committee on Appropriations seemed a while back to be exam- 
ining the Federal Security System. Apparently they are examining everything 
else—perhaps waiting for the reconstitution of the Agency into the new Depart- 
ment. There are many spots where there is evident great efficiency in an 
unworthy cause. Thus locating a record card in less than a minute is spoken 
of with great pride. At one time there were some 39 million items of wage 
record which had not been sufficiently well-reported to properly post them. The 
1950 extension of benefits opens up countless problems as to the correctness of 
coverage. A while back records apparently could not be classified for a couple 
of menths. 


The House Ways and Means Committee has two sub-committees—one to 
study unemployment compensation—the other to study OASI and Public Assist- 
ance. The first one used to be called ‘‘ Social Security’’ was so included in the 
Social Security Law—but by Congressional decision was transferred to the 
Labor Department. There—as had been the case in the Social Security Admin- 
istration, the permanent effort has seemed to center around Federal direction of 
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the State Systems. Actual control is probably much more centered in the 
States. It might well be advisable to combine the statistical responsibilities 
with the Bureau of Labor Statistics, and accept the responsibility of the States 
as their own—and not a Federal—probiem. 


The Carl Curtis Commission picks up a project that had been set up by 
the Senate to study a better way of ‘‘tampering with the national sharing of 
personal responsibilities.’’ This can be quite honestly called the ‘‘ White 
Hope’’ of the Social Insurance field. Under the direction of Congressman Carl 
Curtis of Nebraska, who sponsored a Minority report on H.R. 2893 in 1949, 
showing insight into several of the problems, there is an opportunity to break 
the stranglehold the ‘‘regimenters’’ have had in the Senate surveys and in 
most of the House examinations, 

In the Tax Review of August, 1951, in discussing the work of a Com- 
mission, I said: 

‘*The objectives of such a Commission are plainly clear; study of 

the current environment—the assets and the income of the aged and 
the broken families—the roster of existing services and facilities, and 
the way in which they are functioning and can be expected to function 
in the future: learning the warning lesson from foreign experience: 
the preparation from sdequate time, adequate background, adequate 
brein-power, of a mature report.’’ 


= 7 + 7 





‘The Commission should ask ‘What?’ and ‘Why?’ and ‘How?’ 
as to every facet of the assignment. Those questions that have received 
the studious deafness treatment for 15 years should be heard, consid- 
ered, and an attempt made at framing answers.’’ 


I asked 11 specific questions as illustrative of what the Commis- 
sion must do. I outlined the sort of men who should be attached to the 
outfit. 


In the old Fraternals there lies a most pertinent fore-runner of the trouble 
of OASI and Public Assistance. These old altruists outlined their operations 
in idealistic terms, left out the people most apt to be claimants, too, developed 
the same too-long deferred Nemesis that will dog the footsteps of OASI. One 
by one the organizations laughed off the warnings of impending doom—but 
finally they either reorganized or went broke. Many of us in the older gen- 
eration have had fraternal experience with our parents. I probably reviewed 
dozens of the fraternals in trouble from 30 to 40 years ago—and I have 
watched the subsequent sad results of inadequate concerr with serious prob- 
lems. The scope of the Federal entanglement is greater. Neither the old fra- 
ternals nor the Federal program really promised anything. All was ‘‘ subject 
to change.’’ The unhappiness was deeper because they had deluded themselves. 
Here, it is impossible for any responsible insurance man to ‘‘pass by on the 
other side.’’ 


Ex-President Hoover once said that this study should take a year. The 
leading objection to this study seems to have been to ‘‘save face.’’ With the 
**face-savers’’ out, that obstacle should be out-moded. Hard work must be 
spent on the selection of the personnel, on the work they do, on the checking 
and presentation of their findings. The statist infection has spread widely. 
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This study must clear new ground. This whole ‘‘social budgeting’’ can be 
‘‘very bad politics’’—as we have seen. It must be ‘‘ good politics.’’ So far 
any investigations have been done by those being investigated. There have 
been no checks and balances. Now the legislative branch should reassume its 
own responsibilities—an American, not a Marxian analysis. 


IX. Sounding Off. 

There is an occasional glimmer of ‘‘opening her up.’’ This, perhaps, is 
exemplified by the United States Chamber of Commerce. Rather gingerly— 
acting a bit venturesomely—Referendum No. 93 was sprung upon the member- 
ship. The question was of the general type ‘‘Have you stopped beating your 
wife.’’ There were three suggestions for improvement in the treatment of the 
aged—first, cutting out Federal grants to the States, second, adding another 
hard-to-rationalize new class of not-before covered under OASI to that protec- 
tion in current benefits, third, moving ruthlessly into the so-far-non-covered 
classes, to cover them, with deferred benefits, for which no further reserves are 
to be piled up. Largely voting against the old—in the mood that it is time 
for a change—there was reported a 16 to 1 vote for the ‘‘new plan.’’ 

I approve the opening up of discussion. They do not seem to have had 
much. To me, a long-time critic of the system we had, it is unthinkable that 
anyone should take the specific suggestions so calmly. They don’t ‘‘add up’’ 
either. For a single illustration we can take ‘‘the principle of contribution.’’ 
When an employer—quite discouraged as to the adulthood of his staff, lines up 
an educational bit of paternalism, and says his peopie ‘‘ought to contribute 
toward their own benefits,’’ there isn’t much argument. Most men expect to 
foot their own bills-anyway. What the contributory idea represents is ‘‘sub- 
sidy from the employer.’’ The Chamber didn’t make it clear that universal 
coverage and universal subsidy are in contradiction. All have to pay for all. 
What they are against is sound. What they are for doesn’t make much sense 
yet. But the debate has started. The sacred cows are being milked. In Chicago 
there seems little record yet of the discussion that followed the papers of 
March 28 on the subject. This should pave the way for the Curtis Commis- 
sion’s real study. 

As to making the FSA a new Department, there seems to have been a 
rather ‘‘supine attitude.’’ It would seem to the man in the street, that if we 
were reviewing the system, pushing the Agency into a Department wouldn’t 
be the way to go at it. Three persons seem to have appeared against it—and 
apparently one is appearing against the appointment of the Administrator of 
the Agency. Ex-President Hoover has given it his blessing. The use of strong- 
arm tactics apparently seems necessary ‘‘to get the rascals out.’’ Obviously— 
till study has been done—the results will not be clear. 

An anonymous discussion of Social Security, published in Human Events, 
came to the attention of two specific persons. One of them expressed his recog- 
nition of the validity of the points mentioned. That man is now Commissioner 
of the Bureau of Internal Revenue. The other one was giving a speech on 
‘*To Communism * * * by Majority Vote.’’ The second man was Admiral Ben 
Morell, Chairman of the Board of Jones and Laughlin Steel. The recognition 
of un-Americanism, of undependability, of blurred definitions—this recognition 
is appearing against the too strident voice of the ‘‘diggers-in,’’ the ‘‘regi- 
menters.’’ Bluster is less appalling when the blusterers no longer have all 
the propaganda organs. There is hope of knowledge. 
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The Reader’s Digest, April 1, 1953, article spoofing Social Security is also 
encouraging. If Cervantes could laugh away the chivalry of Spain—-perhaps we 
can spoof away the mock-chivalry of the ‘‘kept men.’’ Probably released well- 
directed humor may do more to cure our ills than all the worried, humorless 
treatments of OASI. Laughing at absurdities creates a healthy respect for 
validity. 


X. A Bankrupt Scheme. 


The Life Insurance Trade Associations—the American Life Convention 
and the Life Insurance Association of America—seem to have gone into the 
study of the Social Security problems with the appointment of four sub-com- 
mittees. With new names and a new faith in the citizen—this can augur well. 
The swallowing once of about the same policy the Chamber of Commerce is 
now repudiating has reddened many a face. To help them in their realignment, 
I recommend to them the reading of George Buchan Robinson on ‘‘ The Insur- 
ance Error,’’ and of A. D. Watson, Canadian Actuary who laughed early at 
some of the then absurdities. There are others—Gelles and Immerwahr—and 
the Canadian legislation for Old Age grants. The men who went aga‘nst the 
current are doubly valuable as to the current-floaters retreat. Monsignor John 
O’Grady once remarked he was rowing upstream against the curregt now! 


OASI is essentially bankrupt. It has gone much too far in terms of 
money. Instead of appealing to the generosity of the active lives in behalf of 
those who have suffered catastrophe, it appeals to cupidity, sloth and feather- 
bedding among the workers. The rationalization of the generous treatment oc- 
curs in various places. When the actives have accepted inflation that ham- 
strings the retired, they owe them something. OASI has not yet gone into 
receivers’ hands. It should do so without delay. It is not our feelings that are 
at stake. It is those of the millions of citizens who are being misled. Many 
citizens—including Members of Congress say: ‘‘It would be madness to oppose 
Social Security.’’ It is madness to continue to carry on a bankrupt business. 
Since the Administration has been changed because of disgust with the deceits 
of the old one, the new one is committed to ‘‘truth.’’ It is never madness to 
turn to the right. American greatness has stemmed from belief in honest ideal- 
ism. Pandora’s box is already open. We have long planlessly skirted the edge 
of study. We should at once put the Marxist entering wedge under full and 
pitiless analysis. 1953 can provide the pause for reflection, for reconnaissance. 


XI. Budgeting—a New Hope. 

My understanding of this new Administration is that we should again plan 
our, own institutions, expect our citizens to be self-reliant, our Nation strong. 
The over-direction of the Legislative Branch by the Executive has been the 
eurse of the last one. Now the Legislative Branch is expected to take back its 
freedom to study and initiate legislation. Social Budgeting whereby the benev- 
olent actives shoulder a small portion of the provision for the catastrophic 
events of personal experience could be rationalized—as has been done in 
‘‘Death ’n’ Taxes’’ and ‘‘Death ’n’ Taxes—II’’ and ‘‘No Quarter.’’ That 
would be cooperative altruism—and would stand up—for very limited benefits. 
Canceling the boon-doggling Baltimore records would save millions of dollars 
and wasted man-power. Reducing the roster of Federally furnished age bene- 
fits from three to one type would be a sound move. Dropping the Federal 
muddy bookkeeping in connection with Public Assistance of all sorts should 
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promptly follow. Holding Old-Age and Survivors benefits to a cost of 244% 
of the taxed pay-roll would require reducing the outlandish extent of benefits— 
and making them uniform. This big ‘‘tax-hungry enterprise’’ should be bud- 
geted—and financial men should have a voice, 


As for incompetence and absence of patriotism, extravagance and false 
philosophy—they have gone as fur as they kin go right now! 





Part lll. Contributed Papers and Notices 


The Deductible in Medical Expense Insurance 
By 
C. ArtHuR WILLIAMs, JR., University of Minnesota 


According to a recent estimate by the Social Security Administration,’ 
15.3% of the total private expenditures for medical care in 1951 were paid by 
voluntary insurance benefits, the most important of which are those offered 
by commercial insurers and the Blue Cross and Blue Shield non-profit associa- 
tions. In 1948 voluntary insurance benefits paid only 8.3% of the expenditures. 
These figures show that a small, but increasing, proportion of private medical 
expenses is covered by voluntary insurance plans. What the figures do not 
show is that since 1948 there has also been a change in the nature of the ex- 
penses paid by insurance which is more important than the increaSing propor- 
tion of losses covered. 

This change was made possible because in 1948, at the request of some 
insurance consumers, one insurer introduced the deductible principle into 
medical expense insurance and increased the maximum amount that it would 
contribute toward medical expenses. This meant that the insured would not 
recover under the policy if the illness did not involve medical expenses in 
excess of the deductible amount, but in the case of a serious illness, the insurer 
would pay a large portion of the bills. Since the purpose of insurance is to 
protect the insured against those losses which may cause him serious financial 
embarrassment, the introduction of this new form was a forward step. 

Prior to 1948 insureds had to choose among the budget- type plans issued by 
Blue Cross, Blue Shield, and commercial insurers, These plans still provide 
over 90% of the accident and health insurance premium income. Most Blue 
Cross plans supply twenty-one days or more of hospital care in a ward or 
semiprivate room plus a discount of 25 per cent or more for an additional 
period. The term ‘‘hospital care’’ includes room and board and miscellaneous 
services such as the use of an operating room, the cost of anesthesia, and 
drugs. Blue Shield plans provide surgical benefits and a few miscellaneous 
services at cost for persons in the lower-income brackets and cover these 
services up to a scheduled amount for the middle-and upper-income groups. 

Commercial hospitalization plans usually provide a daily cash benefit which 
will pay for ward or semiprivate accommodations for a period not exceeding 
70 days. Limited contributions toward the expenses of nursing care, surgical 
expenses, and miscellaneous medical expenses are also available. Commercial 
accident and health policies contain several provisions, some of which promise 
to contribute toward medical expenses. The commercial accident and health 
insurance policy medical reimbursement provisions differ from those found in 
the hospitalization plans in two ways: 1) In accident insurance a blanket pro- 
vision is available which covers all kinds of medical expenses up to an amount 

*“*Voluntary Insurance Against Sickness: 1948-51 Estimates,’’ Social 
Security Bulletin, Volume 15, No, 12 (December 1952), 3-7. 
(107) 
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stated in the policy. This amount is usually less than $1,000 since the insurance 
is very expensive. 2) If hospital, nursing, and surgical expenses are listed 
separately, the hospital and nursing allowances are related to the weekly 
indemnity provided under the total disability income provisions and usually 
continue for a period not exceeding 26 weeks. Surgical allowances also vary 
with the weekly indemnity. 

Although these plans differ in details, they all accomplish approximately 
the same thing. If the illness is not serious, members of the lower-income 
bracket have practically all of their expenses met by insurance benefits. The 
middle- and upper-income groups, who may select private rooms in hospitals 
and pay more for equivalent medical services because of present medical 
pricing practive, meet a much smaller percentage of their expenses through 
insurance. If the illness requires a long period of hospitalization and expensive 
medical care, all groups find their insurance woefully inadequate, and this is 
probably more true for the two upper-income groups. 

Major medical expense insurance produces a different payment pattern. 
In its simplest form it provides that the insured bears all medical expenses on 
a blanket basis up to a stated deductible amount. The insurer contributes a 
certain percentage of all expenses above that amount until its contributions 
equal a sizeable figure stated in the policy. This type of protection appeals 
most to the middle- and upper-income groups who can afford to pay the cost 
of non-serious illnesses out of current income or savings accounts, but who want 
ample protection against the cost of a serious illness. For members of the lower- 
ineome bracket, every illness is a serious illness in point of cost. 

The deductible principle was introduced in ocean marine insurance centuries 
ago and has been used successfully in other lines more recently. Popular ex- 
amples are the deductible in automobile collision insurance, the coinsurance 
percentage in credit insurance, the deductible or franchise in the personal 
property floater, and the deductible in the additional extended coverage endorse- 
ment. The deductible accomplishes three things: 1) It iowers the cost because 
the smaller losses are the most probable to occur and the most expensive to 
adjust. This makes it possible for an insured to purchase more adequate limits 
of insurance, to obtain a policy which he otherwise could not afford, or to se- 
eure more different forms of protection. 2) It encourages loss prevention be- 
cause the insured has a stake in every loss. 3) It eliminates many small losses 
not technically covered under the insurance policy and thus helps to solve an 
important public relations problem.’ 

The appearance of major medical expense insurance did not mark the first 
time that the deductible principle had been employed in disability insurance. 
A waiting period had been used in connection with disability income provisions 
for some time, and excess medical payments coverage had been available for 
many years from workmen’s compensation insurers, but uon-occupational 
medical expenses had always been covered in full up to the volicy amount. 
This has been explained by the fact that the non-profit hospital associations 
were responsible for the growth of non-occupational medical care insurance.’ 


* For a discussion of the pros and cons of the deductible, see ‘‘ Analysis of 
Excess and Deductible Property Insurance,’’ a Panel Session, Insurance Series, 
American Management Association, No. 9 (New York, 1952), 38-52. 

*Edmund B. Whittaker, ‘‘Major Protection Against Major Illnesses,’’ 
address before the Insurance Conference of the American Management Associa- 
tion, November 16, 1951. 
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These associations work on the principle that every family should sct aside 
part of its annual income to pre-pay hospital expenses. If this amount. is 
paid to the association, it promises to provide service up to the limits stated 
in the contract. The major advantage of paying this allowance to the associa- 
tion is that, if an illness of moderate proportions strikes a member of the 
family in the first one or two years, it will not cause a serious drain on the 
family’s finances, but over a period of time, for many families, the premium 
payments will approximate the benefits received. The plan is, in effect, forced 
budgeting. It is true that many insureds look upon other types of insurance in 
the same way, but probably not as much so. 

Private insurers had offered medical care insurance on a very limited scale 
prior to the introduction of the association plans, but it was not until these 
plans proved successful that commercial insurers expanded their offerings to 
compete with the associations. Because they feared that underwriting losses 
might result if they attempted to cover expenses associated with serious 
illnesses and because insurance consumers were used to full coverage up to the 
policy amount by this time, they offered the same sort of protection as the 
associations except that they provided cash payments instead of service. 

Major medical expense insurance was first provided in 1948, but it was not 
until 1951 that enough insurers were in the field for one insurance authority to 
note that ‘‘a very interesting development in 1951 was catastrophe medical 
protection .... By the end of the year, these new policies were being widely 
aecepted.’”* Since 1951 progress has been rapid. The pioneers have intensified 
their efforts, and new insurers have entered the field. In at least one state, 
Minnesota, Blue Cross contracts are now available on a deductible basis. 


Policy Forms‘ 


Each commercial insurer has developed its own policy, and each of these 
policies is unique in at least one respect. However, there has been almost 
unanimous agreement on certain principles, and variations in the major pro- 
visions are few, although important. 

Most major medical expense policies provide blanket coverage of hospital 
charges, physicians’ and surgeons’ fees, nursing fees, and miscellaneous 
medical expenses, but there are a few policies with internal limits on daily 
hospital room and board charges. Limits are placed on these amounts since they 
are largely within the control of the insured. 

Many plans do not require that the expenses be incurred during a period of 
hospital confinement, At least one policy which does require hospital confine- 
ment for a period of at least eighteen corsecutive hours includes in covered 
expenses, charges incurred within the six-months period immediately following 
the confinement and incurred within the two-months period preceding the con- 
finement if arising out of care by a physician or hospital for treatment or 
diagnosis of the condition causing the confinement, but these latter charges 
cannot exceed $200. 

Some individual catastrophe insurance policies promise to pay expenses in- 

‘James R. Gregory, Pinned and Casualty Insurance,’’ Journal of the 
American Association of University Teachers of. Insurance, Vol. XIX, No. 1, 
(March, 1952), 74. 

* This description of policy forms is based on a representative sample of 


policies issued by several leading insurers. However, there may be a few 
practices not recorded here. 
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eurred during the policy period even if the injury occurred, or the sickness 
commenced, prior to the inception date of the policy. Most of the individual 
policies in this category also cover expenses incurred within twelve months 
after the expiration «* cancellation of the policy if the expenses arise cut of 
an injury or sickness commencing prior to the expiration or cancellation date. 
Other individual policies require that the accident occur or the sickness begin 
during the policy period. Most of the policies in this category also require that 
the charges be incurred within a stated period after the injury is sustained or 
the illness begins. This per‘od is usually 26 weeks, 52 weeks, or. 2 vears. If 
the policy expires or is cancelled, coverage is continued until the stated period 
ends. 

Group policies promise to pay expenses incurred during the policy period 
no matter when the sickness began or accident happened. Because there is no 
individual underwriting which would make it possible to weed out those persons 
who are undesirable risks, the policy provides that an employee shall not be 
covered if, at the time he becomes eligible for the plan, he is not actively at 
work, If the employee does not meet this requirement, he becomes eligible 
when he returns to work. Under some plans, dependents who would otherwise 
be eligible are not covered if they are confined in a hospital at the time of 
eligibility. They are covered after they leave the hospital. Under others, 
dependents who are students or employed must be able to attend their classes 
or perform their regular work before they are covered; other dependents are 
included under the plan unless they have a disabling injury or sickness when 
they would otherwise become eligible. Coverage under the group policy termin- 
ates when the policy is cancelled or an employee leaves his job, but the insurer 
will contribute to expenses incurred during a maximum period of twelve or 
fifteen months after the termination date if the expenses arise out of an 
employee’s or dependent’s total disability on the termination date. 

All major medical expense policies have a deductible, but this deductible 
takes many forms. In most individual policies the deductible is a flat amount 
of $300 or $500 applicable to each illness due to the same or related causes. 
However, amounts as low as $100 or as high as $1,000 are available. If the 
plan requires hospitalization, a separate deductible is usually applied if an 
insured re-enters a hospital because of the same disability. However, an 
exception is often made if the re-entry oceurs within six months after the 
termination of the first confinement. Because two or more members of a family 
may become ill at the same time with a resulting heavy drain on the family 
finances, at least one individual policy provides that only one deductible will 
be used if more than one member of the family is confined in a hospital because 
of injuries sustained in a common accident. 

The deductible provisions in some group policies are the same as those 
found in individual policies, but th. is not true of most group policies. Three 
deductible provisions, one or more of which can be found in most group policies, 
but not in individual policies, are the following: 1) Among those plans written 
to supplement a budget-type plan known as a base plan, it is common to find a 
deductible equal to the a) base plan benefits plus $100 or b) the greater of base 
plan benefits and a fixed amount such as $300 or $500. 2) Some group plans 
require that the deductible be satisfied within a stated period. For example, 
in one plan the expenses must exceed the deductible during a three-month 
period before coverage commences under the policy. After this requirement is 
satisfied. the deductible is not applied to the same illness unless it lasts more 
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than two years or the period between any two successive charges exceeds 
three months. 

3) In scme important group plans the deductible represents the amount that 
the family can budget for medical expenses during a stated period. For ex- 
ample, one policy which is written only when there is a base plan in effect pro- 
vides for a deductible of ten per cent of the employee’s average monthly 
earnings (minimum of $50, maximum of $250) plus base plan benefits. This 
deductible applies to the family medical expenses incurred in a calendar month. 
The insured knows that the same deductible will be applied no matter how 
many members of his family may be ill at the same time, but a person with a 
chronic illness cannot accumulate small medical expenses until the deductible 
amount is satisfied. Both of these results are consistent with the philosophy 
underlying major medical expense insurance. 

Under another group plan, a deductible of $300 or $500 applies to the family 
expenses in a benefit year. A benefit year is a twelve-month period starting from 
the date of the earliest item in the charges. The benefit-year concept is intro- 
duced because the insurer feels that the use of a calendar or policy year ‘‘ would 
give too much dissatisfaction to persons whose claim commenced toward the end 
of such year.’”* This plan also has another unique characteristic. If the expenses 
incurred on account of one injury or sickness are less than $25,-the insured is 
expected to pay them, and they are not counted toward the $300 or $500 
deductible. If the expenses incurred on account of an illness (called a major 
illness) equal or exceed $25, they are counted toward the $300 or $500 deduct- 
ible. After this deductible is satisfied, the insurer contributes to the expenses 
ineurred on account of major illnesses, but the first $25 of the expenses associ- 
ated with each illness is ignored by the insurer. This also applies to the illness 
for which the deductible is satisfied. For example, assume that an insured with 
a $300 deductible has four illnesses in one year with expenses totalling $290, 
$20, $40, and $100 respectively. Nothing would be paid toward the total ex- 
penses of the first two illnesses. The $290 figure does not satisfy te $300 
deductible, and the $20 bill is ignored because the illness was a minor one. 
The first $10 of the $40 bill satisfies the deductible, but $25 is deducted from 
these charges and from the $100 bill. Minor illnesses and the first $25 of ex- 
pense associated with a major illness after the deductible is satisfied are 
ignored under this plan because the insurer feels that the loss adjustment 
expenses would be out of proportion to the benefits paid. 

Practically all major medical expense policies contain a coinsurance pro- 
vision similar to that used in credit insurance. After the deductible is satisfied, 
the insurer pays a certain proportion of the expenses until its contributions 
equal a stated amount. The purpose of the coinsurance clause is to encourage 
the insured to incur only. necessary expenses. The most common coinsurance 
percentage is 25%. However, one individual policy with daily limits on hospital 
room and board charges has a coinsurance percentage of 25% which applies 
only to other charges. One group plan provides that the coinsurance percentage 
of 25% be applied only to expenses over $400. Another group plan provides 
for a 20% coinsurance percentage which is increased to 30% for the excess 
charges when the surgical costs or the out-of-hospital nursing expenses as- 
sociated with one illness exceed $500. This increase is considered wise since 

* Alan M. Thayer, ‘‘Group Major-Medical Expense Insurance, ‘‘ Transac- 


_ of the Society of Actuaries, Volume III, 1951 Annual Meeting Number, 
438. f 
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it is in these areas where the insured can exercise much discretion and the 
amount charged depends upon the ability to pay. 

In no case is the insurer’s contribution limited only by the expenses in- 
eurred. The most common maximum contribution is $5,000 for each illness 
due to the same or related causes, but amounts varying from $1,000 to $10,000 
are available. In one individual plan, the maximum varies with the board and 
room limit selected, and in one group plan, the number of employees insured 
determines the maximum. In another set of group plans, the maximum amount 
applies to each person instead of each illness and can, therefore, be exhausted. 
However, the maximum amount is restored if the insured submits satisfactory 
evidence of insurability. 

This insurer feels that a separate maximum for each illness is too liberal 
especially for older persons. It also fears that some insureds suffering 
simultaneously from two or more causes will attempt to recover more than 
the maximum amount for one illness, 

It is the intention of the insurer in all cases to insure only those necessary 
medical expenses arising out of sickness or accidental injury. The insuring 
agreement in most cases makes this clear, but in one case it is necessary to 
read the exclusions to find out that no payments will be made for expenses 
arising out of-intentionally self-inflicted injuries or attempted suicide. Only a 
few policies specifically exclude charges for dental work or for eye examina- 
tions,” but no insurer regards such charges in the ordinary course of events as 
necessary expenses arising out of sickness or accidental injury. 

Expenses incurred in coanection with pregnancy, childbirth, or a mis- 
carriage are excluded in more than half of the policies. The remainder of the 
policies fall into two major groups. In the first group charges arising out of 
normal pregnancy, childbirth, or miscarriage are excluded, but not those in- 
curred on account of complications incident to pregnancy. Coverage under 
some of the policies in this group does not include charges for surgical pro- 
cedures used for the delivery of a child or children. In the second group 
charges arising out of pregnancy, childbirth, or miscarriage are not excluded 
or they are covered after the policy has been in force for a statcd period, 
usually ten months. 

Charges covered under any workmen’s compensation or occupational disease 
act or law are another common exclusion. Some plans go further and exclude 
the expenses incurred because of any injury arising out of employment. A few 
plans go to the other extreme and cover both occupational and non-occupational 
injuries and sickness. 

Because of their nature, group policies do not exclude losses due to war, 
but the individual policies do. Most policies provide no protection while the 
insured is in the armed services of any country, but some promise to pay the 
benefits unless the country is at war. 

Less common exclusions are losses due to confinement in a federal hospital, 
the treatment of nervous or mental diseases or disorders, and the operation of 
an airplane or flight as a passenger on a non-scheduled airline. 

The Minnesota Blue Cross plan is sufficiently different to merit separate 
treatment. In order to understand this plan, it is necessary to contrast it 
with the benefits provided under the plan without the deductible. Since all new 

* Dental work is excluded except when the charges are made necessary by 
injury to natural teeth. Eye examinations are excluded when they are for the 
purpose of fitting glasses. 
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non-group contracts are being written on the deductible basis, this involves a 
brief discussion of the group non-deductible plan. This plan promises to con- 
tribute from $3 to $15 to the cost of room and board accommodations in a 
participating hospital for a period of 70 days plus unlimited service benefits 
for the same period, including the use of operating room, anesthesia, clinical 
laboratory service, drugs, and other similar services. X-rays for diagnostic 
services are covered up to $15. Other benefits will not be discussed since they 
are the same in the deductible and non-deductible plans. The $25 deductible 
plan differs in two ways: 1) Ward and semi-private room and board accom- 
modations including general nursing service are provided at cost and a $10 
contribution is made to private room and board allowances for a maximum 
period of 70 days. 2) X-rays for diagnostic services are not limited to $15. 
Although this plan does use the deductible principle to advantage, it is not 
major medical expense insurance. It covers only hospital bills, and the maxi- 
mum amount paid is already available under some non-deductible Blue Cross 
plans. 


Underwriting 


Major medical expense insurance is more carefully underwritten than the 
more common budget-type plans. New individual policies are not ‘usually issued 
to persons over 55 years of age, but renewal policies are available up to age 65. 
Most of them cover children from birth; some exclude children under 3 months, 
and a few do not cover persons under 18. All insurers require a complete state- 
ment of health, but medical examinations are the exception rather than the 
rule. Some insurers require that the prospective insured already hold one of 
their life, annuity, or accident policies. Overlapping between basic coverages 
and the catastrophe plan is examined carefully, and in some cases the in- 
sured is asked to reduce the amount of the basic plan. 

At least 25 employees must be included under most group plans. If the plan 
is contributory, at least 75% of the eligible employees must be insured. In some 
cases, all classes covered by the employer under the base plan of insurance must 
also. be covered under the major medical expense insurance plan unless the 
number of employees covered under the base plan equals or exceeds 59. There 
are no age limits, but coverage terminates upon retirement except when the 
employee or a dependent is totally disabled at that time in which case benefits 
on account of that disability will be continued for a maximum period of twelve 
or fifteen months. There are no medical examinations if employees enroll within 
thirty-one days after they become eligible. Many group insurers will not write 
this type of insurance unless they write the base plan of insurance, although 
they will consider cases where Blue Cross or Blue Shield contracts are in effect. 
Their object is to eliminate two sets of claim forms and duplicate coverage; 
some insurers, however, will write the coverage even if there is no base plan. 


Rates 


Since this is a new coverage, the rates are based primarily upon judgment 
although there have been serious attempts to gather some statistical data for 
rate-making purposes.’ The loss experience during the five years since 1948 is 
not suitable for rate-making purposes for several reasons: 1) Its scope is 


* A. M. Thaler, ‘‘Group Major Medical Expense Insurance,’’ 429-66. 
A. M. Wilson, ‘‘ Experience with eg Medical Coverage,’’ Insur- 


ance Series, Americar Management Association, No. 95 (New York, 1952), 3-13. 
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limited. 2) The average amount of a claim is increasing because of a) the 
delay between the time whex the expense is incurred and when it is reported 
to the insurer, and b) increasing amounts of elective surgery.’ 3) As in the 
ease of the personal property floater, insureds have not yet discovered how 
liberal this insurance is. 

At first, major medical expense insurance was written on a flat basis. How- 
ever, as time passed, available experience, coupled with underwriting judgment, 
indicated that the following f»ctors should be considered: 1) earnings, 2) 
location, 3) age, 4) sex, and 5) dependency. For example, the most expensive 
person to cover is a woman over 60 who lives on the West Coast and who is 
married to a man earning over $10,000 a year.” 

A typical set of rates for an individual policy is given below. The dollar 
amounts, of course, will vary depending upon the policy provisions not noted 
here. 

Annual Rates for $5,000 Maximum 
Deductible 
Males $200 $500 
19 through 44 years $32.00 $20.00 
45 through 54 years 48.00 36.00 
55 through 59 years 70.40 58.40 
(renewals only) 


Females 


19 through 44 years 36.00 
45 through 54 years 54.00 
55 through 59 years 79.20 


(renewals only) 


Unmarried children (charge for each) 
3 months through 18 years 20.00 12.50 


Because of the limited exposure, no attempt is made to aceount for differences 
in earnings and geographical location. The earnings factor is partially con- 
sidered, however, since the correlation between age and earnings is very high. 
Group rates take all five factors into account. A typical rate schedule for 
a given location follows: 
Monthly Rates for Plans with $5,000 Maximum 
(These rates apply to groups where less than 
25% of the employees are female and where less 
than 30% of the employees earn $10,000 or more 
per year.) 
*° A. M. Wilson, ‘‘ Experience with Catastrophe Medical Coverage,’’ 11. 
* E. B. Whittaker, ‘‘ Mejor Protection Against Majer Illnesses,’’ 6-7. 
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Age Each Iliness Family-Budget 
$100 Deductible $300 Deductible 


Employee rates: 


Under 40 years $1.89 $1.04 
40-44 years 3.15 1.75 
45-49 years 4.45 2.52 
50-54 years 5.80 3.37 
55-59 years 7.24 4.37 
60-64 years 8.82 5.54 
65 and over 10.54 6.95 


Dependents rates: 


Children only $2.07 $1.21 
Wife only 125%* 150% * 
Wife and children Sum of children only and wife only rates 


* Percent of average employee rate. 


The age and dependency composition of the group is the most important factor 
determining the average rate for the group, but the percentage of females and 
high-salaried employees and the geographical location are also considered. 
Although these rates are not as accurate as those used in life insurance, the 
rate schedules are much more detailed than would be expected in so new a field. 


Conclusion 


Loss statistics of one well-known insurer show 35 claims per 1,000 male 
employees and 65 claims per 1,000 dependents, and the trend is upward.” 
Although these figures may not represent the situation for the population-at- 
large, they do indicate that the chance of a catastrophe medical loss is much 
larger than most people believe. As this fact becomes better known and as 
more people become aware of the existence of major medical expense insurance, 
the demand for this coverage will grow. 

At present many insureds look upon major medical expense insurance as 
a supplement to some basic plan. As soon as insureds learn that small medical 
expenses are more properly included in family budgets than under their in- 
surance programs, it is expected that catastrophe insurance will replace, not 
scpplement, many basic plans. 

Since catastrophe insurance is so new, many changes in policy forms, under- 
writing practices, and rating schedules can be expected. For example, some 
insurer will probably experiment with a non-cancellable plan. However, after 
the period of experimentation is over, it is hoped that there will be more 
similarity among policies, rate schedules, and underwriting practices than now 
exists. 


™ A. M. Wilson, ‘‘ .. . Catastrophe Medical Coverage,’’ 10. 





116 §©Journal American Association University Teachers of Insurance 


REFERENCES 


Gregory, Ralph H. ‘‘Property and Casualty Insurance,’’ Journal of the 
American Association of University Teachers of Insurance, Volume XIX, 
No. 1 (March, 1952), 71-74. 

Harris, David H. ‘‘Developments in Writing Catastrophe Medical Expense 
Coverage on Individuals.’’ Paper presented at the 1951 Annual Meeting of the 
Bureau of Accident and Health Underwriters. 

Riegel, Robert and Miller, Jerome 8S. Insurance Principles and Practices, 
New York: Prentice-Hall, 1947, Chapter 14. 

Roberts, Henry R. ‘‘ Major Medical Expense Insurance.’’ Paper presented on 
May 8, 1952 at the Educational Seminar conducted by the Bureau of Accident 
and Health Underwriters. 

Thayer, Alan M. ‘‘Group Major-Medical Expense Insurance,’’ Transactions of 
the Society of Actuaries, Volume ITI, 1951 Annual Meeting Number, 429-66. 
Whittaker, Edmund B. ‘‘ Major Protection Against Major IlInesses.’’ Address 
before the Insurance Conference of the American Management Association, 
November 16, 1951. 

Wilson, A. M., ‘‘ Experience with Catastrophe Medical Coverage,’’ Insurance 
Series, American Management Association, No. 95 (May, 1952), 3-13. 
Correspondence with and specimen policies of six leading United States insurers 
and the Minnesota Blue Cross. 

Correspondence with J. F. Follman, Jr., General Manager of the Bureau of 
Accident and Health Underwriters and C. O. Pauley, Managing Director of 
the Health and Accident Underwriters Conference. 





Insurance Company 
Education Directors’ Society 


For some years education directors of insurance companies have held meet- 
ings for the purpose of exchanging ideas relating to insurance education and 
training. This year the organization has been put on a formal basis with the 
title, ‘‘ Insurance Company Education Directors’ Society.’’ In the constitution, 
associate membership is offered to those individuals whose primary occupation 
is the furtherance or promotion of insurance education in institutions of higher 


learning. 
This offer is in reciprocity for the opportunity granted by the A.A.U.T.I. 
to individuals in the insurance industry whose activities are concerned with 


insurance education or training. 


The annual dues for associate membership are five dollars ($5.00) payable 
at the beginning of the fiscal year (July 1). The meeting of the Insurance 
Company Education Directors’ Society for this year will take place at Pocono 
Manor on May 27th and 28th. Professors of insurance at accredited Univer- 
sities are invited to attend. 


The agenda for the May meeting will include discussion of ‘‘ A Close Look 
at College Recruitment,’’ and ‘‘Are Our Training Programs Paying Off?’’, 
a demonstration of ‘‘ Visual Aid Techniques for Insurance Courses,’’ and a 
panel discussion of ‘‘ Follow-up and Education After Formal Initial Training.’’ 


Insurance company education directors have expressed gratification for the 
privilege that has been granted them of enjoying associate membership in the 
A.A.U,T.I. It is their hope that there will be a good representation of univer- 
sity teachers of insurance in the newly formed Insurance Company Education 
Directors’ Society. Further information concerning the organization can be 
obtained by writing either Mr. H. Paul Abbott of the Insurance Company of 
North America or Mr, John M. S:e<"« of the Lumberman’s Mutual Insurance 


Company. 





Part |V—Association Activities 


Minutes of Annual Business Meeting 


The business meeting of the Association was held December 29, 1952, at 
5.00 p.m., in the Morrison Hotel, Chicago, Illinois, President C. M. Kahler 
presiding. 

The minutes of the last annual meeting, as printed in the March 1952 issue 
of the Journal, were approved and corrected to show that funds had been 
obtained during 1951 to renew the Elizur Wright award. 


REPORT OF SECRETARY-TREASURER 


In the absence of Secretary J. Edward Hedges, President Kahler presented 
a mimeographed copy of the treasurer’s report which was accepted and ap- 
proved by the membership. (A copy of this report is reproduced on page 122). 

President Kahler reported, from Secretary Hedges, that the membership 
of the Association now comprised one hundred and seventy-two active members, 
one hundred and fourteen associate members, nine honorary members, and two 
retired members. He also reported that the Elizur Wright award for insurance 
literature was made in July, 1952, for the year 1951, to William H. Rodda for 
his book ‘‘Inland Marine and Transportation Insurance.’’ It was reported 
that, at the time of the revival of this award, the donor requested anonymity, 
but that subsequently permission had been obtained to make his name public. 
The award has been revived by Mr. Clayton G. Hale of the Hale and Hale 
Company in Cleveland, Ohio. 


REPORTS OF STANDING COMMITTEES 


President Kahler called for the report from the committee on Collegiate 
Preparation for Insurance Careers, Dr. Harry Loman, chairman, said that 
there was no formal committee report but that he was suggesting that the 
program for next year include two sessions dealing with reports on the dif- 
ferent kinds of college course material that were being included for those who 
were preparing as majors for insurance careers. 

Dr. David McCahan, chairman of the subcommittee, reported on the joint 
sessions which had been held with the Committee on Relations with Universities 
of the Life Insurance Agency Management Association. 

Professor Erwin Gaumnitz, chairman of the Committee on Research, re- 
ported that his committee was recommending that the Journal of the Associa- 
tion should be enlarged to contain articles, book reviews, notes, and statements 
of research under way. He further reported the recommendation that an 
editorial board be created and that it should be composed of the officers of the 
Association during the coming year. After discussion, these two recommenda- 
tions were accepted and acted upon favorably by the members present. 

Dean Herbert C. Graebner next reported for the Committee on Insurance 
Teaching Aids. He stated that, between September 1952 and December 10, 
1952, five thousand and eighty-four of the general insurance kits had been 
distributed. The Association is co-sponsor of these kits, along with the National 
Board of Fire Underwriters, the Association of Casualty and Surety Companies 
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and the Institute of Life Insurance. Dean Graebner then presented four 
ree dations from his committee. They were: 


. That the Association continue to co-sponsor the general insurance kit, 
provided that the sponsorship be made industry wide. 

. That the Association offer to care for the distribution of the kits, pro- 
vided the various co-operating associations will furnish the financial aid 
needed for this distribution. 

. That the Association request the Institute of Life Insurance to consider 
the feasibility of making available for life insurance courses in colleges 
and universities an advanced kit of life insurance forms. 

. That the Association authorize an analysis and study of the present 
usage of the general insurance kits to determine how the materials are 
now being used. 


Dean Graebner also reported that copies of the pamphlet ‘‘ Visual Aids Used 
by Insurance Companies’’ were still available from Mr. Paul H, Abbott of the 
Insurance Company of North America, compiler of the pamphlet. 

It was moved, seconded, and carried that the Association continue to co- 
sponsor the general insurance kit. The discussion of the motion brought out 
the desirability of asking the various segments of the industry to co-operate 
in the project. R 

It was moved, seconded, and carried that, if necessary to keep the project 
going, the Association would offer to take care of the task of distributing the 
kits, provided the various co-operating associations will furnish the needed 
financial aid for this purpose. 

The third and fourth recommendations of the Committee were accepted and 
carried as proposed. 

President Kahler indicated that there was no report from the Committee 
on Professional Standards. 


REPORT ON INSURANCE COMPANY FELLOWSHIP PROGRAM 





Professor Harry J. Loman, chairman of the Committee on Insurance 
Company Fellowships for Insurance Teachers, stated that the report of his 
committee would be made in two parts. Professor Loman reported first, as 
follows: 


‘*The fellowship program is administered by a co-ordinating committee 
made up of representatives from the Association of Casualty and Surety 
Companies, The National Board of Fire Underwriters, The American Mutual 
Alliance, The Life Insurance Agency Management Association and the 
American Association of University Teachers of Insurance.’’ 

Professor Loman stated that he and Dean Laurence Ackerman were the 
representatives of the Association on the co-ordinating committee. He re- 
ported the following actions of the co-ordinating committee during the past 
year. 

In the future, the word ‘‘summer’’ is to be dropped from the name of this 
program. Further action of the co-ordinating committee referred to item eight 
of section eight of the original report of the organization, which is to be 
changed so that the appropriate administrative committee and the American 
Association of University Teachers of Insurance Committee will require only 
the answers to a questionnaire covering the study and observations of 2, fellow- 
ship holder, Other reports are to be submitted by the fellowship holder to the 
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coinpanies only when requested by a company. Also it was agreed that com- 
panies receiving reports from fellowship holders should be careful in releasing 
to the public any information that had been supplied in such report. 

In section four of the original report, the word ‘‘ordinarily’’ will be in- 
terpeted liberally by the co-ordinating committee so as to permit the duration 
of a fellowship to be less than four weeks whenever there is good reason for 
such action. Likewise, for similar good reason, it may be possible to grant a 
fellowship for a period other than during the summer months. 

Hereafter, in the month of October, the various co-operating company 
associations will attempt to obtain from their membership companies informa- 
* tion regarding the availability of fellowships for the ensuing year, this in- 
formation to be made public in December. 

Future solicitation of fellows will not be limited to members of this 
Association, but the basis for eligibility will not be lowered, that is, the person 
must have had one year of college teaching in insurance with a minimum of 
sixty hours. Dean Loman reported that it would be possible for teachers of 
economics and other business subjects, who do not meet these qualifications, to 
obtain their fellowships through the Foundation for Economie Education. 

For the year 1953, the amount of seventy dollars per week is to be con- 
tinued as the maintenance cost figure for the fellowship holders. Following 
Dean Loman’s statement, Dean Ackerman continued with the report of the 
committee. He indicated that twenty-six fellowships had been granted during 
the year. He also stated that a report of the year’s activity would be mailed 
to all members of the Association within two weeks, He said that there was a 
possibility of making assignments to rating organizations, to research organiza- 
tions and to trade associations during the 1953 program. 

At the conclusion of the report by Deans Loman and Ackerman, it was 
moved, seconded, and carried that the report be accepted and approved. 


COUNCIL FOR PROFESSIONAL EDUCATION FOR BUSINESS 


Dean Loman reported on the meetings of the Council on Professional Educa- 
tion for Business which he had attended as a representative of the Association. 
He recommended that the Association affiliate with this Council. On motion 
duly made, seconded and passed, this action was taken. Whereupon Dean Loman 
read the tentative constitution of the Council and moved its approval. Presi- 
dent Kahler reported that the constitution had been submitted to the executive 
committee and had been approved by the membership of that committee in a 
mail ballot. The motion was seconded and carried. 

Dean Loman then moved that the executive committee be authorized to take 
whatever interim actions are necessary to implement the activities of the 
Council, including the selection of a representative from the Association. This 
motion was seconded and carried. 


OTHER BUSINESS 


President Kahler reported a recommendation of the executive committee 
to the effect that the honorariuri of the secretary be increased from $50 to $100. 
This is to cover expenses involved’ in attending the annual meetings, etc. The 
recommendation was seconded and carried. 

President Kahler then stated that’ Professor Hedges, in his recommendation, 
had suggested that the Association have two vice-presidents, each with one 
year terms. The second vice-president would be program chairman with the 
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first vice-president taking the responsibility for editing the Journal. Dr. Kahler 
stated that he planned to appoint a committee to look into this matter and to 
submit a recommendation to the membership in accordance with the Con- 
stitution. 

President Kahler reported that the 1953 meetings are scheduled to be held 
in Washington D.C. and that succeeding meetings are to be held in Detroit in 
1954 and in New York City in 1955. 

It was moved, seconded, and carried that the Association express its thanks 
to its retiring secretary-treasurer, Dr. J. Edward Hedges, and also that our 
sympathy be expressed to him in the death of his wife. 


ACKNOWLEDGMENTS 


The following acknowledgments were moved, seconded, and passed: to the 
Committee on Local Arrangements, of which Mr. Walter Dithmer served as 
chairman, to the Program Committee of which Dean Ackerman was chairman, 
to the Western Underwriters Association for supplying the stenographic 
services and for the luncheon which was given to the active members, to the 
American College of Life Underwriters, and the American Institute for 
Property and Liability Underwriters for the complimentary breakfast, and 
to those who participated in the program. . 


ELECTION OF OFFICERS 


Professor Edison Bowers, chairman of the nominating committee and teller 
of the election, reported that the nominating committee composed of himself, 
Dr. Frank Dickinson and Dr. Davis Gregg had proposed the following slate 
of nominees for the ensuing year: 


C. M. Kahler, President; Laurence J. Ackerman, Vice-president; William 
T. Beadles, Secretary-treasurer; Herbert C. Graebner, member of the 
executive committee, term to expire in 1955. 


Professor Bowers reported that the mail ballot on this slate of nominees was 
unanimous. He then moved that the secretary be instructed to cast a unanimous 
ballot for the nominees and to declare them elected. The motion was seconded 
and carried. At 7:05 p.m., President Kahler declared the annual business 
meeting of the Association adjourned. 





TREASURER'S REPORT 


January 1 to December 31, 1952, incl. 
INCOME 
Cash on‘ hand, January '1, 1008. 5. ii. Coe U ee $1,986.97 
Membership Dues: 


10.00 $1,420.00 


125.55 187.55 


Advertising in 1952 Journal 


Appleton-Century-Crofts, Inc. ......... 45.00 
The Spectator 45.00 
McGraw-Hill Book Company, Inc. ..... 45.00 
Prrantbnnw Mas Kanes | oss 606s we divs dndcss 51.00 
Rough Notes Company, Inc. ........... 45.00 


Richard D. Irwin, Inc. ......cccccccce 45.00 
Macmillan Comp*ny 25.00 301.00 
Refund from Committee on Local Arrangements 
Allied Social Sciences 
Elizur Wright Award Fund 


Total Income 


DISBURSEMENTS 


Feltus Printing Company 
600 Journals 
2,000 Letterheads 
W. H. Rodda, Elizur Wright Award 
Miscellaneous Expenses of Sec.-Treas. ...... 
Total Disbursements $1,345.76 


Cash on Hand $2,862.68 
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